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LETTER OF TRANSMITTAL 


Wasuineton, December 30, 1958. 
CHAIRMAN, CoMMITTEE ON Ways AND MEANs, 
House of Representatives, Washington, D. C. 

My Dear Mr. CuarrMAn: I am transmitting herewith a final report 
by an advisory group appointed by the Subcommittee on Internal 
Revenue Taxation to study subchapter J of the Internal Revenue 
Code of 1954, relating to estates, trusts, beneficiaries, and decedents. 

The advisory group was appointed on November 28, 1956, to assist 
the subcommittee in its study of subchapter J of the 1954 Code. The 
advisory group consists of the following members: Messrs. Kenneth 
W. Bergen, Carlysle A. Bethel, George Craven, Rupert Gresham, 
James P. Johnson, Carter T. Louthan, Weston Vernon, Jr., Laurens 
Williams, A. James Casner, chairman. 

The revised first report of the advisory group was published on 
November 22, 1957. Testimony with respect to the revised report 
and. the amendments proposed therein was received by the Committee 
on Ways and Means during the course of the hearings on general 
revenue revision commencing January 7, 1958. Thereafter, the 
advisory group issued an addendum to the revised report, and a 
special report relating to the taxation of estates. 

This final report, with proposed amendments, incorporates all of the 
conclusions of the advisory group, including those expressed in the 
reports previously submitted to the subcommittee, and reflects the 
modifications and additional changes recommended by the advisory 
group as a result of its further studies. The report has not been 
considered ar approved, by the Subcommittee on Internal Revenue 
Taxation, or any member thereof. 

Respectfully submitted. 

Wisur D. Muss, 
Chairman, Subcommittee on Internal Revenue Taxation. 
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WasHINnGton, December 29, 1958. 


Hon. Witgur D. MILLs, 
Chairman, Subcommittee on Internal Revenue Taration of the 
Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

My Dear Mr. Cuatrman: We are pleased to submit herewith the 
final report of the advisory group on subchapter J of the Internal 
Revenue Code of 1954. 

In our letter to you accompanying our revised first report dated 
November 22, 1957, and at the hearing on that report before your 
committee on February 3, 1958, we indicated that there were other 
matters in subchapter J which the advisory group was continuing to 
study with a view toward making additional recommendations. 
As a result of these continued studies we are now submitting certain 
recommendations in regard to section 665, which is concerned with 
the throwback rules, and on income in respect of a decedent (sec. 691 
of the code). 

Since issuing our revised report and as a result of our reexamination 
of it in the light of comments and suggestions received, the advisory 
group on March 31, 1958, issued an addendum which made certain 
revisions in the report dated November 22, 1957. In addition, the 
advisory group, at your request, considered certain questions relating 
to income taxation of estates in a special report which was published 
on June 30, 1958. 

All of the above material is incorporated into this final report. 
It was considered that a study of the proposals by your committee 
and other interested persons would be facilitated if all the conclusions 
of the advisory group were set forth in one report. Comments by 
individual members of the advisory group with respect to certain 
recommendations, and the material contained in the special report 
dated June 30, 1958, relating to the taxation of estates, are set forth 
in the appendix. 

In submitting this report we wish to express our appreciation of 
the helpful cooperation we received from the staff of the Joint Com- 
mittee on Internal Revenue Taxation, the Treasury Department, and 
the Internal Revenue Service. 

Respectfully submitted. 

A. James Casner, Chairman, 

KENNETH W. BerGen, 

Cartys_te A. BEeTHeE., 

GEORGE CRAVEN, 

Rupert GRESHAM, 

JaMES P. JOHNSON, 

Carter T. LoutrHan, 

Weston VERNON, Jr., 

LAURENS WILLIAMS, 
Advisory Group. 
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FINAL REPORT OF THE ADVISORY GROUP ON 
SUBCHAPTER J 


INCLUDING 


PROPOSED AMENDMENTS TO SUBCHAPTER J OF 
THE INTERNAL REVENUE CODE 


STATUTORY RECOMMENDATIONS ' 


Subchapter J—Estates, Trusts, Beneficiaries, and Decedents 


PART I—ESTATES, TRUSTS, AND BENEFICIARIES 


Subpart A—-General Rules for Taxation of Estates and Trusts 
SEC. 641. IMPOSITION OF TAX. 


(a) APPLICATION oF Tax.—The taxes imposed by this chapter on individuals 
shall apply to the taxable income of estates or of any kind of property held in 
trust, including— 

(1) income accumulated in trust for the benefit of unborn or unascertained 
persons or persons with contingent interests, and income accumulated or 
held for future distribution under the terms of the will or trust; 

(2) income which is to be distributed currently by the fiduciary to the 
beneficiaries; aad ineome eoleeted by @ guardian ef an infant which is te be 
hetd op disteibtted as the eottet Hite diteet: 

(3) income received by estates of deceased persons during the period of 
administration or settlement of the state; and 

(4) income which, in the discretion of the fiduciary, may be either distrib- 
uted to the beneficiaries or accumulated. 

(b) CompuTATION AND PayMENT.—The taxable income of an estate or trust 
shall be computed in the same manner as in the case of an individual, except as 
otherwise provided in this part. The tax shall be computed on such taxable in- 
come and shall be paid by the fiduciary. 

(c) Moxripite Trusts. 

(1) InreR vivos rrusts.—If a grantor establishes at any time or times 
separate inter vivos trusts, to the extent that during any year or portion of a year 
the primary beneficiary or beneficiaries of the currently accumulated income or 
taxable income allocated to corpus of the separate trusts are substantially the 
same, the total tax payable for such year or such portion of a year by the separate 
trusts on such income or such taxable income or both as the case may be— 

(A) shall be computed as though the separate trusts were one trust with respect 
to such income or such taxable income or both for such year or such portion of 
the year, without taking into account the excess of deductions over income or the 
net capital losses of any of such separate trusts, except— 

(7) when such income or such taxable income or both are less than $2,000; 
or 

(it) when the separate trusts do not exceed three in number and no two of 
them were created within a period of 60 months; and 

(B) the Secretary or his delegate shall prescribe by regulations the method of 
computing the total tax payable by the separate trusts and may require that the 
income of the separate trusts be computed and reported in accordance with the 
same method of accounting (to the same extent as if the separate trusts were an 
individual) or on the basis of the same taxable year, or both; and 


' In each instance the statutory changes proposed by the advisory group are indicated by italics; the por- 
tions of the statutory provisions which are struck through indicate provisions of existing law which the 
advisory group would eliminate. 
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(C) the total tax so computed shall be allocated and assessed among the 
several trusts in accordance with regulations prescribed by the Secretary or 
his delegate. 

(2) TesraMeNnTARY TRUSTS.—If a testator in his will or wills establishes 
separate testamentary trusts, to the -xtent that during any year or portion of a 
year the primary beneficiary or beneficiaries of the currently accumulated income 
or taxable income allocated to corpus of the separate trusts are substantially the 
same, the total tax payable for such year or such portion of a year by the separate 
trusts on such income or such taxable income or both as the case may be 

(A) shall be computed as though the separale trusts were one trust with 
respect to such income or such taxable income or both for such year or such 
portion of the year, without taking into account the ercess of deductions 
over income or the net capital losses of any of such separate trusts, except 
when such income or such taxable txcome or both are less than $2,000; and 

(t) when such income or such taxable income or both are less than 
$2,000; or 

(ii) when such computation produces a tax less than the aggregate 
of the separate taxes otherwise payable by the separate trusts with 
respect to the amount so accumulated; and 

(B) the Secretary or his delegate shall prescribe by regulations the method 
of computing the total tax payable by the separate trusts and may require 
that the income of the separate trusts be computed and reported in accord- 
ance with the same method of accounting (to the same extent as if the sepa- 
rate trusts were an individual) or on the basis of the same taxable year, or 
both; and 

(C) the total tax so computed shall be allocated and assessed among the 
several trusts in accordance with regulations prescribed by the Secretary or 
his delegate. 

(3) Derinirions.—For the purposes of subsection (c)— 

(A) the words “inter vivos trusts’’, during the lifetime of the grantor, 
mean any trusts established by him, and after the death of the grantor, 
mean any trusts established by the grantor during his lifetime where the 
terms of his will do not specify an augmentation thereof; and 

(B) the words ‘‘testamentary trusts’’ mean any trusts established by the 
testator’s will (including any augmentation thereof by the testator pursuant 
to the terms of an inter vivos trust or otherwise) and any trusts established 
by the testator during his lifetime where the terms of his will specify an 
augmentation thereof; and 

(C) the words “primary beneficiary or beneficiaries’ mean the beneficiary 
or beneficiaries to whom the accumulated income or taxable income allocated 
to corpus would first be distributed where there is an order of succession 
with respect to such income or suc» tazable income. The estate of the 
holder of a general power of appointment, as detined in section 2041. 
exercisable by will over currently accumulated income or tarable income 
allocated to corpus shall be considered to be the primary beneficiary of such 
income or such taxable income or both as the case may be; the possible 
appointees under a power of appointment other than such a general powe 
shall be considered to be the primary beneficiaries of currently accumulated 
income or taxable income allocated to corpus subject to such power; when 
the primary beneficiary of currently accumulated income or taxable income 
allocated to corpus or both is the estate of the holder of the power and the 
primary beneficiaries of such income or such taxable income or both of 
another trust are the possible appointees under a power, the primary bene- 
ficiaries of the two trusts are not substantially the same. 

(4) PERSONAL LIABILITY OF FIpUCIARIES.—A trustee shall not be personally 
liable for taxes assessed under this subsection against a trust of which he is a 
trustee to the extent he did not know such taxes were payable by such trust under 
this subsection. In determining whether a trustee knows that taxes are payable 
under this subsection— 

(A) information received by an officer or employee of a corporate trustee 
in the course of carrying on the corporation’s business other than that of 
administering trusts shall not be attributed to the trustee, and 

(B) except to the extent that a trustee is acting as trustee of two or more 
trusts created by the same grantor under substantially identical instruments 
or of two or more trusts established under the will or wills of the same 
testator, he shall not be treated as knowing that taxes are payable under this 


subsection until written notice to that effect is received from the Commis- 
sioner. 





ESTATES, TRUSTS, BENEFICIARIES, AND DECEDENTS 3 


(5) DiscLosure oF INFORMATION.—The Secretary or his delegate may require 
the grantor of two or more trusts or his personal representative or the trustee of 
any trust to furnish information as to such trusts, and may require trustees of 
separate irusts to exchange information in regard to the separate trusts, to the 
extent necessary lo carry out the purposes of this subsection. 


ayes COMMENT 
Section 641 (a) (2) 

Income collected by a guardian of an infant is not taxable under 
subchapter J. Consequently, the deletion of part of the material of 
section 641 (a) (2) makes no change in the substantive operation 
of the provisions of subchapter J. 

Section 641 (e) 


There has been sporadic concern ever since the hearings on the 
Revenue Act of 1937 about the possibilities of reducing income taxes 
by creating two or more trusts to accumulate income for the same 
beneficiary when one trust would do as well for other than tax purposes. 
Currently, such multiple trusts achieve the advantage of lower tax 
rates, and also of multiple $2,000 throwback exemptions. Legislation 
directed at the most obvious cases would be easy to draft, but it 
would be equally easy to avoid. Conversely, simple legislation with 
a broad enough scope to prevent easy avoidance would apply equally 
to numerous Innocent situations. 

A grantor may create three trusts on the same date, with similar 
assets and with the same trustee, each to accumulate the income for 
15 years and then to pay it to A or his estate. The tax-avoidance 
pumpore of such an arrangement is obvious, and it would be relatively 

‘asy to require that the several trusts be consolidated for tax purposes 
vs legislation, and perhaps without it. However, numerous variations, 
which render the result less certain, are possible. Such variations 
include different dates of creation, dissimilar asset s, different trustees, 
different dates of distribution, different but cueslanainial groups of 
beneficiaries, discretionary powers of distribution, powers of appoint- 
ment, and different contingent remaindermen. It would be possible 
to arrange a long series of examples in which it is increasingly difficult 
to say with confidence that several trusts, rather than one, were 
created solely for tax avoidance purposes. At the opposite end of 
the spectrum are groups of trusts which clearly should not be con- 
sidered as created in multiple form for tax avoidance purposes, but 
which might be so treated under a statutory provision which is too 
broad in its scope. An example of such a group of trusts is the 
creation of three trusts, one for each of the grantor’s three children, 
each with discretion tn the trustee to pay the income to the primary 
beneficiary or accumulate it, and with ultimate remainders to the 
issue of the primary beneficiary, or if none, with cross-remainders 
to the beneficiaries of the other trusts. In such a situation the income 
of all three trusts might end up in the hands of the same beneficiary, 
but under normal circumstances that is not the probable result. 

Two principal problems emerge in attempting to draft multiple 
trust legislation. The first is in defining the types of trusts to which 
the legislation is to apply. The second is in solving the administrative 
problem of imposing on a fiduciary a possible tax liability determimable 
only on the basis of facts not mm his possession, and perhaps only 


after he has distributed the assets out of which the tax should be 
payable. 
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The proposed addition to section 641 of subsection (c) is designed 
to prevent tax avoidance by the creation of multiple tax entities in 
the form of separate trusts to the extent the primary beneficiaries of 
the currently accumulated income (within the meaning of sec. 643 (b)) 
or taxable income allocated to corpus of each of the separate trusts 
are substantially the same. At the same time, separate trusts retain 
their identity as separate tax entities if each trust is established for 
the benefit of different primary beneficiaries of such income. 

The exception from the rule in the case of separate inter vivos trusts 
with identical income beneficiaries if the separate inter vivos trusts do 
not exceed 3 in number and are created at 5-year intervals is designed 
to take care of the situations where the lapse of time has made it 
undesirable to add property to an existing trust. No significant 
income-tax avoidance is possible by opening the door to as many as 3 
inter vivos trusts established at 5-vear intervals. If a fourth trust is 
created, the original 3 trusts, established at 5-year intervals, will be 
consolidated with the fourth trust in determining the total tax pay- 
able by the separate trusts for future years. Also, if 2 trusts are 
established in less than 5 years and a third trust is established more 
than 5 years after the second trust, the 3 trusts will be consolidated. 
For the purpose of determining whether separate trusts exceed 3 in 
number, additions made to an existing trust shall not be deemed the 
creation of another separate trust. Furthermore, in determining 
whether separate trusts exceed three in number, a trust does not 
count if the currently accumulated income or the taxable income 
allocated to corpus is not taxable because of its foreign source. 

The other exception, which is applicable both to multiple inter 
vivos trusts and to multiple testamentary trusts, is designed to avoid 
the complexity of treating the separate trusts as one where the total 
currently accumulated income or total taxable income allocated to 
corpus is so small in amount that no significant tax avoidance is 
possible by the creation of separate trusts (the $2,000 referred to in 
the statute is the combined income of the several trusts.) 

Inter vivos separate trusts are not to be joined with testamentary 
separate trusts. A revocable inter vivos trust shall continue to be 
classified as an inter vivos trust when the power of revocation ceases 
to exist by the death of the grantor. If, however, the grantor pours 
over to an inter vivos trust from his will, the augmented inter vivos 
trust shall be deemed established by the erantor’ s will and thus shall 
be deemed a testamentary trust. Likewise if an inter vivos trust 
pours into a testamentary trust, only a testamentary trust shall be 
deemed to exist. It is realized that under state law an augmented 
inter vivos trust may not be regarded to any extent as a testamentary 
trust. The fact that it is regarded as a testamentary trust under this 
section for tax purposes need have no effect on its character for 
other purposes. The decision to treat the augmented inter vivos 
trust as a testamentary one in applying the multiple trust rules is 
based on the belief that it has been drawn into the testamentary 
scheme of trusts by the pour-over provision. 

Whether separate trusts which have been established by a grantor 
or testator have substantially the same primary beneficiaries of the 
currently accumulated income or taxable income allocated to corpus 
depends on the entire pattern made by the separate trusts. The 
word “primary” in relation to a beneficiary means the beneficiary 
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or beneficiaries who are first entitled to the accumulated income or 
taxable income allocated to corpus when there is an order of succes- 
sion with respect to such income or such taxable income. If, for 
example, the terms of a trust call for the distribution in the future 
of accumulated income to the children of a designated person and if 
there are no children to someone else, such children are the primary 
beneficiaries, even though in the year in question no child has been 
born to the designated person: If the trustee has discretion to pay 
the income to a designated beneficiary or accumulate the same, the 
primary beneficiary of the accumulated income is not the person to 
whom it could have been paid in the first instance unless the trustee 
has the power to pay such person accumulated income as well as 
current income. 

When a primary beneficiary of the currently accumulated income 
has a power the exercise of which will adversely affect his chance of 
receiving such income, the objects of the power shall not be deemed 
primary beneficiaries of such income in determining whether the 
primary beneficiaries of currently accumulated income under several 
trusts are substantially the same. If, however, a person has a power 
to pay the currently accumulated income to himself, whether he has 
such power alone or in conjunction with another who does not have a 
substantial adverse interest, such power holder shall be deemed the 
primary beneficiary in making such determination. 

The fact that the separate trusts have different termination dates 
or different distributees of corpus (as distinguished from accumulated 
income) on termination will not prevent them from being taxed as 
one trust where the primary beneficiaries of currently accumulated in- 
come or taxable income allocated to corpus are substantially the same. 
If, however, as events transpire, such primary beneficiaries change so 
that they are no longer substantially the same, then the separate 
trusts will be separate tax entities from that time on. If, as events 
transpire, the primary beneficiaries change so that they become sub- 
stantially the same, then the separate trusts will be taxed as one from 
that time on. 

The primary beneficiaries of the currently accumulated income or 
the taxable income allocated to corpus will be the persons to whom the 
trustee in his discretion may distribute such income from time to time 
when the trust is one giving the trustee such discretion. The fact that 
the persons to whom the trustee may distribute such income under 
several different trusts differ in some respects will not prevent the 
primary beneficiaries under the several trusts from being substantially 
the same where the entire beneficiary pattern of the several trusts 
makes it apparent that substantially the same beneficiaries will receive 
benefits under the several trusts. 

If A gives property to other members of his family and they each 
set up trusts with the same primary beneficiaries of the currently 
accumulated income or taxable income allocated to corpus, A may be 
deemed to have established the separate trusts set up by the other 
members of his family so as to invoke the provisions of subsection (c). 
Whether A will be deemed to have established the various trusts will 
depend on whether it can be established that A gave the property to 
the other members of his family with the understanding that each 
would establish such a trust with it. 
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The donor of a power of appointment will be deemed the creator 
of any trust established by the exercise of the power if it can be 
established that he gave the power to the donee with the under- 
standing that the donee would establish the particular trust created 
by the exercise of the power; otherwise, the donee of the power will 
be deemed the creator of any trust established by the exercise of 
the power. If it is determined that the donor of the power is the 
creator of a trust established by the exercise of the power, such 
trust will be deemed one established by the instrument creating the 
power in determining whether it is an inter vivos trust Or a testa- 
mentary one. 

The broad exemption from personal liability given to a trustee who 
does not know that additional taxes are payable by his trust under 
subsection (c) is believed essential in order to make it safe for a 
trustee, particularly of an inter vivos trust, to accept a trust. This 
exemption, however, should not detract from the deterrent force of 
subsection (¢c) in the field of multiple trusts because of the liability 
of the beneficiaries for such additional taxes in the event the trust 
funds are not adequate to pay them. It should be noted that the 
exemption of the trustee from personal liability applies only to the 
amount of any additional tax which may be imposed on his trust as 
a result of the multiple trusts being taxed as one trust. 

Set out below are several examples of the operation of subsection (¢): 

Example 1.—A establishes trust 1 to last for 9 years and 1 day. 
During the per ind of the trust the income is to be paid to S or aceumu- 
lated in the discretion of the trustee. On the termination of the trust 
the principal and accumulated income are to be paid to S or his 
estate. On the following day, A establishes trust 2 which is identical 
with trust 1 except that the termination date is 10 years and 1 day 
after its creation. The primary beneficiary of the currently accumu- 
lated income and of the taxable income allocated to corpus of the 
2 inter vivos trusts is the same and hence the total tax payable by the 
2 trusts is determined by treating the 2 trusts as 1. 

Example 2.—T in his will gives the residue of his estate to a trustee 
and directs the trustee to divide the residue into as ms ny equal shares 
as there are children of T who survive him and children of T who 
predecease him leaving issue who survive him. One of such equal 
shares is to beeallocated to each living child of T and each share so 
allocated is to be held in a separate trust in accordance with a desig- 
nated provision in T’s will. One of such equal shares is to be allocated 
to the issue of each deceased child of T and each share so allocated is 
to be held in a separate trust in accordance with a designated provision 
in T’s will. The trustee is given discretion to pay out the current 
income of the separate trust for each living child of T to any one or 
more of the group consisting of such child, such child’s issue, and 
T’s wife, or to accumulate it, and is given discretion to pay out to such 
eroup any accumulated income. The trustee is given discretion to 
pay out the current income of the separate trust for the issue of each 
deceased child of T to any one or more of the group consisting of such 
deceased child’s issue and T’s wife, or to accumulate it and is given 
discretion to pay out to such group any accumulated income. Though 
T’s wife is one of the potential beneficiaries of the currently accumu- 
lated income of each of the separate trusts, the primary beneficiaries 
are not substantially the same. The separate trusts are established 
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primarily for the different branches of T’s descendant line. Thus 
each separate trust is a separate tax entity. Separate inter vivos 
trusts of the same type would also be separate tax entities. In a 
situation like example 2, if the provisions of T’s will establish that 
his wife is to be preferred so far as distributions under each trust are 
concerned, then the separate trusts will be treated as one trust for 
purposes of determining the tax on currently accumulated income. 

Kzample 3.—In the same year A establishes trust 1 for the benefit 
of his sister S and trust 2 for the benefit of his brother B. The 
current ne ‘ome of trust 1 is payable to S and of trust 2 to B. On the 
death of S, the trust property of trust 1 is to be distributed to A’s 
issue then re such issue to take per stirpes. On the death of B, 
the trust property of trust 2 is to be distributed to A’s issue then living, 
such issue to take per stirpes. The primary beneficiaries of the tax- 
able income allocated to corpus of the two trusts are substantially 
the same (the fact that A’s issue living at S’s death may be different 
from his issue living at B’s death is not sufficient to make the primary 
beneficiaries of the two trusts other than substantially the same) 
and hence the total tax payable by the two trusts on such income is 
determined by treating the two trusts as one. 

Example 4.—In the same year A establishes trust 1 for the benefit 
of his sister SI and brother B1 and brother B2; trust 2 for the benefit 
of his sister 52 and brother B1 and brother B2; trust 3 for the benefit 
of S1 and S2 and B1; and trust 4 for the benefit of S1 and S2 and B2. 
Under each trust instrument the trustee is given discretion to pay 
out the current income to any one or more of the designated bene- 
ficiaries or to accumulate the same, and is given discretion to pay 
out to the designated beneficiaries any accumulated income. The 
primary beneficiaries of the currently accumulated mcome of each of 
the four trusts are substantially the same and hence the total tax 
payable by the four trusts on such income is determined by treating 
them as one. 

Example 5.—H¥ in his will divides the residue of his estate into two 
shares and establishes a trust with respect to one share under which 
the current income is payable to his wife, W, for her life and, in addi- 
tion, the trustee is given discretion to pay principal to W; and on W’s 
death, the trust property is to be distributed as she may appoint by 
her will and in default of appointment, the trust property is to be 
distributed to H’s issue then living, such issue to take per stirpes. 
H’s will establishes another trust with respect to the other share under 
which the trustee is given discretion to pay out the current income to 
any one or more of the group consisting of W and H’s issue living from 
time to time or accumulate the same and is given discretion to pay out 
principal and accumulated income to any one or more of such group, 
and on W’s death, the trust property is to be distributed to H’s issue 
then living, such issue to take per stirpes. The trust of the first share 
is a marital deduction trust. The primary beneficiary of the income 
allocated to corpus of the marital deduction trust is W. The primary 
beneficiaries of the income allocated to corpus of the nonmarital de- 
duction trust are W and H’s issue. A conclusion is justified that the 
primary beneficiaries of the income allocated to corpus of the two 
trusts are not substantially the same, even though W is a potential 
beneficiary under each trust, unless the provisions of H’s will establish 
that W is to be preferred over the issue in the nonmarital trust. 
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Example 6.—H in his will divides the residue of his estate into two 
shares and establishes a trust with respect to one share under which 
the current income is payable to his wife, W, for her life and, in 
addition, the trustee is given discretion to pay principal to W; and 
on W’s death, the trust property is to be distributed as she may 
appoint by her will and in default of eet ae the trust property 
is to be distributed to H’s issue then living, such issue to take per 
stirpes. H’s will establishes another trust with respect to the other 
share under which the trustee is given discretion to pay out the 
current income to any one or more of the group consisting of W and 
H1’s issue living from time to time or accumulate the same and is 
given discretion to pay out principal and accumulated income to W; 
and on W’s death, the trust property is to be distributed to H’s issue 
then living, such issue to take per stirpes. The trust of the first share 
is a marital deduction trust. The primary beneficiary of the income 
allocated to corpus of the marital deduction trust is W. The primary 
beneficiary of the income allocated to corpus of the nonmarital 
deduction trust is W. Thus the primary beneficiary of the income 
allocated to corpus of the two trusts is W and hence the total tax 
payable by the two trusts on such income is determined by treating 
the two trusts as one. 

Example 7.—H in his will divides the residue of his estate into 
two shares and establishes a trust with respect to one share under 
which the current income is payable to his wife, W, for her life and 
on her death, the trust property is to be distributed as she may appoint 
by her will and in default of appointment, the trust property is to be 
distributed to H’s issue then living, such issue to take per stirpes; 
and establishes another trust with respect to the other share under 
which the trustee is given discretion to pay out the current income to 
W, or accumulate the same, and is given discretion to pay out principal 
and any accumulated income to W and on W’s death, the trust 
property is to be distributed to H’s issue then living, such issue to 
take per stirpes. The trust of the first share is a marital deduction 
trust. The primary beneficiary of the income allocated to corpus of 
the first trust is the estate of W. The primary beneficiary of the m- 
come allocated to corpus of the nonmarital deduction trust is W. 
Thus, each trust is a separate tax entity. 

Example 8.—H in his will divides the residue of his estate into two 
shares and establishes a trust with respect to one share under which 
the trustee is given discretion to pay out the current income to his 
wife, W, or accumulate the same, and is given discretion to pay out 
the accumulated income to W, and on W’s death, the trust property 
is to be distributed to her estate; and establishes another trust with 
respect to the other share under which the trustee is given discretion 
to pay out the current income to W, or accumulate the same, and is 
given discretion to pay out principal and any accumulated income to 
W and on W’s death, the trust property is to be distributed to H’s 
issue then living, such issue to take per stirpes. The trust of the 
first share is a marital deduction trust. The primary beneficiary of 
the currently accumulated income is W and the primary beneficiary 
of the income allocated to corpus is W’s estate. The primary bene- 
ficiary of the currently accumulated income of the nonmarital deduc- 
tion trust is W and the primary beneficiary of the income allocated 
to corpus of the nonmarital deduction trust is also W. Thus, the 
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total tax payable by the two trusts on the currently accumulated in- 
come is determined by treating the two trusts as one but the two 
trusts are not treated as one in determining the tax on income allo- 
cated to corpus. 

It is possible for separate trusts to each have multiple grantors. 
The operation of section 641 (c) in such a situation is illustrated by 
the following example: A and B establish trust 1, each contributing 
one-half of the corpus, under which the trustee is given discretion to 
pay out the current income of the trust to any one or more of the 
group consisting of A’s issue, or to accumulate the same, and is given 
discretion to pay out to such group the accumulated income. A and 
C establish trust 2, each contributing one-half of the corpus. The 
trustee under this trust is also given discretion to pay out the current 
income to any one or more of the group consisting of A’s issue, or to 
accumulate the same, and is given discretion to pay out to such group 
the accumulated income. The primary beneficiaries of the currently 
accumulated income of each trust are the same. However, only 
one-half of the currently accumulated income of each trust stems 
from the same grantor. Therefore, only to the extent of one-half of 
the currently accumulated income of each trust will the two trusts be 
treated as one under section 641 (ce). 

It should be noted that the separate trusts retain their separate 
identity for the purposes of determining the distribution deductions 
available to each and the undistributed net income which each will 
have in applying the throwback rule. The taxes imposed on each 
trust for the purpose of section 665 (c) are the taxes allocated and 
assessed to each trust pursuant to regulations prescribed by the 
Secretary or his delegate. It is visualized that no consolidated re- 
turn for the multiple trusts will be required, but tnat each trustee will 
calculate the additional taxes payable by his trust pursuant to such 
regulations as may be prescribed. 

It was publicly announced on November 7, 1956, that legislation 
in regard to multiple trusts would be submitted to Congress and thus 
it seems reasonable to make section 641 (c) operative in regard to 
trusts created after December 31, 1956, but only for taxable years 
ending after the date of its enactment. It is recommended that sec- 
tion 641 (c) also be applied to inter vivos trusts created on or before 
that date, but only for taxable years ending after its enactment, if 
the grantor established more than five such trusts within a period of 
twelve months, to the extent that the terms of such trusts are sub- 
stantially identical with respect to the distribution of accumulated 
income or taxable income allocated to corpus, or both, and the original 
trustee or trustees of such separate trusts were the same. It is not 
recommended that trusts created on or before December 31, 1956, be 
combined in any way with trusts created after that date in applying 
section 641 (c). 

SEC. 612. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. 

(a) Crepits AGAINsT Tax.— 

(1) PARTIALLY TAX-EXEMPT INTEREST.—An estate or trust shall be allowed 
the credit against tax for partially tax-exempt interest provided by section 35 
only in respect of so much of such interest as is not properly allocable to any 
beneficiary under section 652 or 662. If the estate or trust elects under sec- 
tion 171 to treat as amortizable the premium on bonds with respect to the 
interest on which the credit is allowable under section 35, such credit (whether 


allowable to the estate or trust or to the beneficiary) shall be reduced under 
section 171 (a) (3). 
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(2) ForerGn TAXEs.—An estate or trust shall be allowed the credit against 
tax for taxes imposed by foreign countries and possessions of the United States 
to the extent allowed by section 901, only in respect of so much of the taxes 
described in such section as is not properly allocable under such section to the 
beneficiaries. 

(3) DivIDENDS RECEIVED BY INDIVIDUALS.—An estate or trust shall be al- 
lowed the credit against tax for dividends received provided by section 34 
only in respect of so much of such dividends as is not properly allocable to 
any beneficiary under section 652 or 662. Fer purpeses ef determining the 
time of Feeeipt of dhidends under seetion 34 and seetion H46, the ameunt 
of dividends properties aeesble te # beretetter tder seetion GaZ2 ar GHZ 
shel be deemed te have been reectved by the benefieinry ratably on the 
same dates that the dividends were peecived by the estate or trust: In 
determining whether an estate or trust shall be entitled to exclude dividends from 
gross income under section 116 (a), any amount of dividends allocable to a bene- 
ficiary under section 652 or section 662 shall be allocable first from dividends 
other than those which are excluded under section 116 (a), and the estate or trust 
shall be entitled to exclude from gross income under section 116 (a) dividends not 
so allocable to a beneficiary in an amount not in ercess of $50. 

(b) DepucTION FOR PERSONAL EXEMPTiON.—An estate shall be allowed a 
deduction of $600. A trust which, under its governing instrument, is required 
to distribute all of its income currently shall be allowed a deduction of $300. 
All other trusts shall be allowed a deduction of $100. The deductions allowed 
by this subsection shall be in lieu of the deductions allowed under section 151 
(relating to deduction for personal exemption). 

GHartanteh Ptrpestr. fx the esse of an estite oF test tether tian a teHst 
tHecHHe the specihertdeis ef stbpett Be tere shill be atteared a= 4 deettetion tt 
eompiting dis taxable teste tin Hen of the dedttetions attowed by seetion 174 
sate Peete te deeiiedires fer etietta hte ete emt bets tied tftee tHe ee Ht 
ef the gress ineome; without Himitation, whieh pursuant te the terms ef the 
Soverning dHsteHtdedt is datne the toxable sente petd oF pepirarertte set tide 
for a ptpese anchlianh bnebetienrdt® Kak: ie totes hnsahed-anaienienie dée valiaious, 
charitable; seientifie; literary; or eduestional purpeses; or fer the prevention ef 
eid te ehildees at ttiterds: at fer the estiblshtiet oettsttor: tittete tee 
er operation of a publie cemetery net operated fer profit: Fer this purpese, te 
the exter thet shel tte eHttt Cotte of ert fred the site ep eaehetee ef entpttert 
aasets Held for peere then 6 tenths: proper adyustirent of the dedtetion ether 
arine tHearable Hider thin stiecetion shell be teaete fot ae deetietion atleaitbte 
+e the estate or trust under seetion 41202 trelatine te dedtetion fer exeess of 
enpitel stins arer enpitet tosses: tx the etse of # trist: the dedttetien ateared 
by this stbseetion shall be stbjeet te seetion 684 (relating te unrelated business 
Heote td prohibited tetHsHeteHs 

(c) Lepucrion FOR CHARITABLE ETC., ConTRIBUTIONS.—In the case of an 
estate or trust the deduction allowed by section 170 (relating to deduction for charitable, 
etc., contributions and gifts) shall not be allowed, but the estate or trust shall be allowed 
a deduction for such contribulions and gifts to the extent provided in sections 651, 661, 
and 663 (d). 

(d) Ner Oreratina Loss Depuction.—The benefit of the deduction for net 
operating Icsses provided by section 172 shall be allowed to estates and trusts 
under regulations prescribed by the Secretary or his delegate. 

(e) DEpucTION FOR DEPRECIATION AND DEpPLETION.—An estate or trust shall 
be allowed the deduction for depreciation and depletion only to the extent not 
ahewable apporitoned to benefieiaries under sections 167 (g) and 611 (b). 

(f) AMORTIZATION OF EMERGENCY OR GRAIN STORAGE Faci.ities.—tThe benefit 
of the deductions for amortization of emergency and grain storage facilities pro- 
vided by sections 168 and 169 shall be allowed to estates and trusts in the same 
manner as in the case of an individual. The allowable deduction shall be appor- 
tioned between the income beneficiaries and the fiduciary under regulations pre- 
scribed by the Secretary or his delegate. 

(g) DisALLOWANCE OF DovuBLE Depuctions.—Amounts allowable under sec- 
tion 2053 or 2054 as a deduction in computing the taxable estate of a decedent 
shall not be allowed as a deduction in computing the taxable income of the estate, 
unless there is filed, within the time and in the manner and form prescribed by the 
Secretary or his delegate, a statement that the amounts have not been allowed as 
deductions under section 2053 or 2054 and a waiver of the right to have such 
amounts allowed at any time as deductions under section 2053 or 2054. This 
subsection shall not apply with respect to deductions allowed under part II 
(relating to income in respect of decedents). 
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(h) Unusep Loss Carryovers AND Excess DEpucTIONS ON TERMINATION 
AVAILABLE TO BENEFICIARIES.—If on the termination of an estate or trust, the 
estate or trust has 


(1) a net operating loss carryover under section 172 or a capital loss carry- 
over under section 1212, or 
(2) for the last taxable year of the estate or trust deductions (other than 
the deductions for personal exemption allowed under swbseetions subsection 
(b) ee +e}) in excess of gross income for such year, 
then such carryover or such excess shall be allowed as a deduction, in accordance 
with regulations prescribed by the Secretary or his delegate, to the beneficiaries 
succeeding to the property of the estate or trust. For the purposes of this sub- 
section, separate and independent shares of different beneficiaries in a single trust 
or estate, as determined pursuant to section 663 (c), shall be treated as separate trusts 
or estates. 

(i) Depucrion ror Estare Tax on Income 1N Respect or A DecepENT.—An 
estate or trust shall be allowed the deduction provided by section 691 (c) (relating to the 
deduction allowed for estate tax on income in respect of a decedent) only in respect of 
so much of the income in respect of a decedent as is not properly allocable to a bene- 
ficiary under section 652 or section 662. 

(j) Cross REFERENCE,— 


For disallowance of standard deduction in case of estates and trusts see section 142 (b) (4). 


COMMENT 
Section 642 (a) (8) 

There is doubt under the present law about the proper treatment 
of the $50 dividend exclusion under section 116 (a) on the return of 
an estate or trust if the estate or trust receives dividends which 
qualify for the exclusion but distributes a part of such dividends to a 
beneficiary during the taxable year. Section 116 (a) excludes from 
gross income certain dividends received by an individual to the extent 
that the dividends do not exceed $50. Section 641 (b) provides that 
the taxable income of an estate or trust shall be computed in the same 
manner as in the case of an individual, except as otherwise provided in 
part I of subchapter J. Sections 652 (b) and 662 (b) provide that 
amounts which are paid, credited or required to be distributed cur- 
rently to a beneficiary shall have the same character in the hands of 
the beneficiary as in the hands of the estate or trust. 

It is arguable that where part of the income which is not paid, 
credited or required to be distributed to a beneficiary consists of divi- 
dends, the estate or trust should be treated in the same manner as an 
individual and should be entitled to exclude from gross income divi- 
dends not in excess of $50. On the other hand, it is arguable that any 
distribution of dividends necessarily carries with it all or a part of the 
$50 dividend exclusion. The regulations provide in substance that 
distributions of dividends shall be deemed to take away from the estate 
or trust a ratable part of the $50 exclusion, so that if, for example, the 
estate or trust receives $1,000 of dividends and distributes $500 of 
dividends to beneficiaries, the estate or trust will be entitled to exclude 
only $25 of the undistributed dividends. (See sec. 1.661 (¢)—2.) 

The amount of the dividend exclusion allowable in such cases in- 
volves only a small amount of revenue, and it seems advisable for 
simplicity of computation that the law be clarified by providing that 
the undistributed dividends shall qualify in full for the exclusion in an 
amount not in excess of $50. The amount of dividends excluded 
under section 116 (a) is part of distributable net income under section 
643 (a) (7), and it is important to preserve the rule in sections 651 (b) 
and 661 (c) that the deduction allowed to an estate or trust for amounts 
paid, credited, or required to be distributed to a beneficiary shall not 


33479— 58——2 
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include any item of distributable net income which is not included in 
the gross income of the estate or trust. 

These results are accomplished by amending section 642 (a) (3) 
to provide that in determining whether an estate or trust is entitled 
to the dividend exclusion, any amount of dividends allocable to a 
beneficiary under section 652 or 662 shall be allocable first from the 
dividends which are not excluded from gross income. For example, 
if the distributable net income of an estate or trust includes $1,000 of 
dividends which qualify for the exclusion and the part of such divi- 
dends deemed distributed to beneficiaries amounts to $950, so that 
$50 of such dividends will be deemed not distributed, the estate or 
trust will be entitled to exclude the entire $50 from gross income. 
If in such case the amount of dividends deemed distributed to bene- 
ficiaries is $975, the estate or trust will be entitled to exclude the 
balance of $25 from gross income. 

The second sentence of the present section 642 (a) (3) has been 
stricken because it is now obsolete. 

The proposed amendment to section 642 (a) (3) should apply to 
existing trusts, as well as to future trusts, for taxable years ending 
after its enactment. 


Section 642 (c) 


An estate or trust is allowed a deduction for charitable contributions 
without regard to the percentage limitations applicable to individuals. 
Since the theory of taxation of estates and trusts is essentially that 
they are merely conduits through which income flows from its source 
to the beneficiaries, an estate or trust is also allowed a deduction for 
distributions to beneficiaries other than charitable organizations. 
The deduction for charitable contributions is allowed under section 
642 (c) as a deduction from gross income in computing taxable income. 
Section 643 provides that ‘distributable net income” means taxable 
income with certain adjustments. The concept of “distributable net 
income”’ is used in determining the amount of income for which an 
estate or trust is allowed a deduction under sections 651 and 661 for 
distributions to noncharitable beneficiaries, and in determining the 
amount of income includible by the beneficiaries in their taxable 
incomes under sections 652 and 662. 

As a consequence of the conduit principle, it is necessary to de- 
termine the types of income whicn are included in distributions 
by trusts and estates to charitable and noncharitable beneficiaries. 
For example, it is necessary to determine to what extent a beneficiary 
is considered to have received tax-exempt income, or dividends 
subject to the dividends-received credit. The code provides, in 
general, that the inclusion of particular items of income in a distribu- 
tion to a noncharitable beneficiary is determined by a ratio of which 
the numerator is the amount distributed to that beneficiary and the 
denominator is distributable net income. However, in the case of an 
estate or trust which has both charitable and noncharitable bene- 
ficiaries, a similar allocation must also be made to the charitable 
beneficiaries. As was indicated above, since a distribution to a 
charitable beneficiary is treated as a deduction from gross income ip 
arriving at taxable income, which in turn determines distributable 
net income, allocations to charitable beneficiaries cannot be deter- 
mined by a ratio of which distributable net income itself is the denom- 
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inator. Therefore, although under State law a charitable beneficiary 
is as much a beneficiary as any other beneficiary, the code literally 
requires 2 separate rules for the 2 types of beneficiaries and 2 separate 
sets of computations in preparing the income-tax return of the estate 
or trust. Since the same item of income is allocated in two different 
ways, highly artificial results are reached. Also, an already compli- 
cated form of return is further complicated and an additional admin- 
istrative burden is imposed on fiduciaries. 

Finally, in order to carry out the allocation of items of income to a 
distributee which is treated differently from other beneficiaries, a 
number of complicating adjustments are required in the code. Thus 
in the present code the following adjustments appear: 

Section 642 (c) concerning capital gains. 

Section 643 (a) (3) also concerning capital gains. 

Section 643 (a) (end of section) concerning tax-exempt interest 
and foreign income of a foreign trust. 

Section 651 (a) (2), the definition of simple trusts. 

Section 661 (b), allocations with respect to distributable net in- 
come. 

Section 662 (a) (1), same. 

Section 662 (b), same. 

Section 663 (a), definition of distributions. 


In addition, there are a number of areas in which the proper adjust- 
ments were not made in the 1954 Code and which should be included 
if the present scheme is to be retained. Among these are the following: 


Section 642 (a) (1), credit for partial tax-exempt interest. 
Section 642 (a) (3), dividends received credit. 
Section 643 (a) (7), dividend exclusion. 


In addition, also the adjustments referred to above in sections 642 (c), 
643 (a) (3), 662 (a) (1), and 662 (b) are defective and would require 
substantial revision if the present statutory scheme is retained. 
Therefore, in order to simplify the present code, to avoid further 
complicating and correcting amendments, to achieve less artificial 
results, and to simplify estate and trust administration, it is recom- 
mended that charitable distributions by trusts and estates be treated 
as deductions from distributable-net income under sections 651 and 
661, rather than as deductions from gross income under section 642. 
The amendment which is proposed to section 642 (c) is the first of 
a series of amendments intended to accomplish this purpose. It 
substitutes for the charitable deduction now allowed in computing 
taxable income in section 642 (c) a disallowance of any charitable 
deduction at this point. Such a disallowance is necessary to avoid 
a double deduction for the same charitable distribution. For example, 
a trust instrument may direct the distribution of 30 percent of the 
income to university A, and the accumulation of the balance of the 
income for eventual distribution to X, an individual. Since section 
641 (b) provides that, in general, the taxable income of an estate or 
trust shall be computed in the same manner as that of an individual, 
a charitable-contributions deduction would be allowed under section 
170 for the contribution to university A, and a distributions deduction 
would also be allowed for the same amount under section 661. 
Further amendments are necessary in carrying out the change in 
the treatment of charitable distributions. The proposed amendments 
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are to be found in their proper numerical places in this report, with 
such additional explanation as seems desirable, except that the largely 
conforming amendments to the sections whic +h are not in subchapter J 
are grouped together at the end of this report. See eet the 
comment under section 663. 

The proposed change to section 642 (c) should be applied to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 

Section 642 (e) 

The proposed amendment to section 642 (e) is intended to be declar- 
atory of existing law and to make it clear that a portion of any depreci- 
ation or depletion allowances to which a trust or estate is entitled must 
be allocated to a charitable beneficiary. Section 642 (e) of the present 
code states that an estate or trust shall be entitled to these deductions 
to the extent not ‘‘allowable” to other beneficiaries under sections 167 
(g) and 611 (b). The word “allowable” may imply that only taxable 
beneficiaries are to be considered. However, sections 167 (g) and 611 
(b) use the word “apportioned’’, which does not carry this connotation. 
and it is proposed to substitute “‘apportioned” for “allowable.” Ap- 
portioned as used in this context means properly apportioned. It is 
not intended by this amendment to alter the present rule as set forth 
in the regulations under sections 167 and 611 that only allocations of 
depreciation and depletion deductions which possess economic sub- 
stance will be recognized. See the comment under section 642 (c) for a 
further discussion of problems concerning deductions for distributions 
to charitable beneficiaries. 

The proposed amendment to section 642 (e) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 

Section 642 (h) 


The proposed amendment to section 642 (h) (2) is a conforming 
amendment proposed in connection with the proposed revision of 
treatment of distributions to charitable beneficiaries, discussed in the 
comment above on the proposed amendment to section 642 (c). 

The proposed addition at the end of section 642 (h) is designed to 
extend the deduction carryover provision of section 642 (h) to the 
termination of a single beneficiary’s interest in an estate or trust having 
different beneficiaries. A continuing trust, of course, loses its share 
of the net operating loss carryover allocated to a beneficiary. See 
the comment under section 663 (c) for a discussion of the changes 
made with respect to the income taxation of estates. 

The proposed amendment to section 642 (h) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 642 (1) 

The purpose of the amendment is to include in the statute a provi- 
sion similar to that of section 1.691 (c)-2 of the regulations allowing 
to an estate or trust only that portion of the deduction for estate tax 
on income in respect of a decedent which is properly attributable to 
so much of such income as is taxable to the estate or trust. The 
remaining portion of the deduction would be allowed to the beneficiary 
to whom the remaining income in respect of a decedent is allocable. 
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The proposed amendment to section 642 (i) should apply to existing 


trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


SEC. 643. DEFINITIONS APPLICABLE TO SUBPARTS A, B, C, AND D. 


(a) DistrRipuTABLE Net Income.—For purposes of this part, the term 
‘‘distributable net income’’ means, with respect to any taxable year, the taxable 
income of the estate or trust computed with the following modifications— 

(1) DepucTION FOR DISTRIBUTION.—No deduction shall be taken under 
sections 651 and 661 (relating to additional deductions). 

(2) DepUCTION FOR PERSONAL EXEMPTION AND FOR ESTATE TAX.—NO 
deduction shall be taken under section 642 (b) (relating to deduction for 
personal exemptions) and section 691 (c) (relating to deduction for estate tax 
attributable to income in respect of a decedent). 

(3) CAPITAL GAINS AND LOSSES AND CORPUS ITEMS OF DEDUCTIONS.— 

(A) CAPITAL GAINS AND LossEs.—Gains from the sale or exchange of 
capital assets shall be excluded to the extent that such gains are allocated 
to corpus and are not 44} paid, credited, or required to be distributed 
to any beneficiary during the taxable year er +8} paid; permanently 
set aside or te be used for purposes speeified in seetion 642 (2). Losses 
from the sale or exchange of capital assets shall be excluded, except to 
the extent such losses are taken into account in determining the amount 
of gains from the sale or exchange of capital assets which are paid, 
credited, or required to be distributed to any beneficiary during the 
taxable year. The deduction under section 1202 (relating to deduction 
for excess of capital gains over capital losses) shall not be taken into 
account. 

(B) RULE FOR DETERMINING WHEN CAPITAL GAINS ARE PAID, CREDITED 
OR REQUIRED TO BE bDIsTRIBUYrED.—Capital gains shall not be considered 
paid, credited or required to be distributed to a beneficiary within the meaning 
of subparagraph (A) except to the extent that— 

(7) they are required to be distributed or credited during the taxable 
year under the provisions of the governing instrument or applicable 
local law; or 

(it) the books or records of the estate or trust or notice to the benefi- 
ciary shows an intention properly to pay or credit such amounts to the 
beneficiary during the taxable year; or 

(itt) the fiduciary follows the regular practice of distributing all cap- 
ital gains; or 

(iv) capital gains are received in the year of termination of the estate 

or trust. 

(C) Corpus Irems or Depucrions.—Corpus deductions shall be 
excluded to the extent of the excess of gross income which is excluded over 
deductions otherwise excluded in computing distributable net income. For 
the purpose of this subparagraph, the term ‘‘corpus deductions’ means 
deductions, not otherwise excluded in computing distributable net income, 
which are chargeable to undistributed corpus under the provisions of the 
governing instrument and applicable local law or which are charged to 
undistributed corpus as the result of the exercise of discretion by any person 
pursuant to the governing instrument. In applying this subparagraph, 
capital gains and losses shall be disregarded to the extent that they are taken 
into account in determining the alternative tax under section 1201 (b). 

(4) EXTRAORDINARY DIVIDENDS AND TAXABLE STOCK DIVIDENDs.—For 
purposes only of subpart B (relating to trusts which distribute current 
income only), there shall be excluded those items of gross income constituting 
extraordinary dividends or taxable stock dividends which the fiduciary, 
acting in good faith, does not pay or credit to any beneficiary by reason of 
his determination that such dividends are allocable to corpus under the 
terms of the governing instrument and applicable local law. 

(5) TAX-EXEMPT INTEREST.—There shall be included any tax-exempt in- 
terest to which section 103 applies, reduced by any amounts which would 
be deductible in respect of disbursements allocable to such interest but for 
the provisions of section 265 (relating to disallowance of certain deductions). 

(6) ForEIGN INCOME.—In the case of a foreign estate or trust, there shall 
be included the amounts of gross income from sources without the United 
States, reduced by any amounts which would be deductible in respect of 
disbursements allocable to such income but for the provisions of section 
265 (1) (relating to disallowance of certain deductions). 
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(7) DivipENps.—There shall be included the amount of any dividends 
excluded from gross income pursuant to section 116 (relating to partial 
exclusion of dividends received). 


Tf the estate or trust is alowed a deduetion under seetion 642 fe} the amount 


ef the todifestens specHied dt preteraphe +3) td +6} shel be pechteed to the 
extent that the aHretHt of Hieeme ahieh is paid) permtnentl set aside: oF te be 


used fer the purpeses specified in seetion 642 {e} is deemed te eonsist of items 


(b) Income.—For purposes of this subpart and subparts B, C, and D, the 
term “income,’’ when not preceded by the words “taxable,” “distributable net,’ 
“undistributed net,’ or “gross,’’ means the amount of income of the estate or 
trust for the taxable year determined under the terms of the governing instru- 
ment and applicable local law. Capital gains and items of gross income con- 
stituting extraordinary dividends or taxable stock dividends which the fiduciary, 
acting in good faith, determines to be allocable to corpus under the terms of the 
governing instrument and applicable local law shall not be considered income. 

(c) Benericiary.—For purposes of this part, the term “beneficiary”? includes 
an heir, a legatee, and a devisee. 

(d) CHariraBLe Benericrary.—For the purposes of this subtitle, the term 
“charitable beneficiary’? means any beneficiary to or for the use of which a contribu- 
tion by an individual would be a ‘“‘charitable contribution’? under section 170 (c) 
(without regard to the percentage limitations prescribed in section 170 (b)). 


COMMENT 
Section 643 (a) (2) 

The proposed amendment is designed to add to the deductions not 
allowed in computing distributable net income the deduction under 
section 691 (c) for estate tax attributable to income in respect of a 
decedent. Such deduction should not be allowed to reduce the 
measure of taxable distributions to the beneficiaries. It is allowed 
under section 642 (i) to the persons taxable upon the income in respect 
of a decedent to which it is allocable. 

The proposed amendment to section 643 (a) (2) should apply to 
existing trusts, as well as to future trusts, for taxable years ending 
after its enactment. 


Section 643 (a) (3) (A) 


ebiioateo i of the proposed section 643 (a) (3) is the same 
as the present section 643 (a) (3) except for the conforming amend- 
ment which deletes the reference to section 642 (c). 


Section 643 (a) (8) (B) 


Capital gains are included in distributable net income and are tax- 
able to the beneficiaries to the extent that they are paid, credited, 
or required to be distributed to a beneficiary during the taxable 
year. This is the rule stated in the present section 643 (a) (3) in 
reference to capital gains which are allocated to corpus. The present 
statute leaves uncertain whether a distribution of corpus will be 
deemed to include capital gains realized during the taxable year. 
For example, if a fiduciary sells property at a gain and deposits the 
proceeds in a bank account in which are held funds constituting prin- 
cipal and makes a distribution from that account during the taxable 
year, it is not clear whether the distribution is to be deemed to include 
all or a part of the capital gains. 

The proposed section 643 (a) (3) (B) follows to some extent the 
provisions of the regulations (sec. 1.643 (a)-3). It provides that 
capital gains shall not be considered paid, credited, or required to 
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be distributed (and consequently will be excluded from distributable 
net income) unless at least one of the following requirements is met: 

(1) They are required to be distributed currently under the 
governing instrument or local law. 

(2) They are not required to be distributed currently, but the 
books or other records of the fiduciary or notice to the beneficiary 
shows an intention properly to pay or credit such amounts to the 
beneficiary during the taxable year. 

(3) The fiduciary follows the regular practice of distributing all 
capital gains. 

(4) The capital gains are received in the year of termination 
of the estate or trust. 

For example, if an executor sells property for $10,000 and thereby 
realizes a gain of $2,000 and deposits the proceeds of sale in a com- 
mingled bank account and distributes $5,000 from the account to a 
beneficiary, the distribution will not ordinarily be considered to in- 
clude any part of the capital gain. On the other hand, if the fiduciary 
issues a check on the commingled account for $2,000 payable to a 
named beneficiary and makes an entry on his books showing that the 
check is a distribution of capital gain or so notifies the beneficiary, 
the distribution will be considered a distribution of capital gain. 

Under the proposed statute, where the executor makes a distri- 
bution to a beneficiary, he may identify the distribution on his books 
or records or by notice to the beneficiary as being a distribution of 
capital gains. For example, he may identify a distribution as includ- 
ing a specific amount of capital gain, so that the beneficiary may 
take the applicable portion of the deduction under section 1202 for 
excess of capital gains over capital losses. 

For the meaning of the phrase year of termination in subdivision 
(iv) see section 1.641 (b)-3 of the Regulations. 

The proposed section 643 (a) (3) (B) should apply to existing 
trusts as well as to future trusts for taxable years ending after its 
enactment. 


Section 643 (a) (8) (C) 


The proposed subparagraph (C) treats as corpus deductions all 
items of deductions which are chargeable to corpus under the pro- 
visions of the governing instrument and local law or which are charged 
to corpus as the result of the exercise of discretion by any person 
pursuant to the governing instrument. It provides that corpus 
deductions shall be applied first against income which is excluded 
from distributable net income, that is, capital gains and in certain 
cases extraordinary dividends and taxable stock dividends. The 
excess of corpus deductions over excluded income would be allowed, 
as under the present statute, in computing distributable net income. 
Since capital losses are excluded from distributable net income when 
capital gains are excluded, such losses are omitted from the definition 
of corpus deductions. 

The existing statute allows all items of deductions other than capital 
losses and the personal exemption, whether paid from income or from 
principal, primarily as deductions in computing distributable net 
income, which measures the amounts taxable to income beneficiaries. 
It is only to the extent that deductions exceed distributable net in- 
come that they are allowed by the present statute against items of 
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income which are excluded from distributable net income. The 
result is that although the corpus deductions are paid from principal 
and are borne by the remaindermen, they are not ordinarily allowed 
as deductions against excluded income, the tax on which must be 
borne by the remaindermen. 

For example, assume that a distributable trust having $5,000 of 
currently distributable ordinary income and $500 of capital gains after 
taking the deduction under section 1202 pays a trustee’s commission 
chargeable to corpus of $1,000. The $1,000 corpus charge under the 
existing statute reduces distributable net income so that the current 
income beneficiary is taxed on only $4,000. On the other hand, 
although the $1,000 corpus charge is paid by the trustee out of the 
principal of the trust, no deduction is allowed the trustee for such 
charge and he must re ‘port and pay a tax on $500 of capital gain added 
to prince ipal less the $300 personal exemption. This result has been 
severely criticised by beneficiaries as improperly depriving the re- 
maindermen of tax deductions to which they are rightfully entitled. 
It has been indicated that probate law may require the fiduciary to 
make adjustments between principal and income accounts in order 
to reimburse the remaindermen for the tax benefit of which they are 
deprived by the present statute. 

According to the legislative history, the present provision of the 
1954 Code was adopted to prevent the wastage of deductions which 
might otherwise occur when all the income is distributable or dis- 
tributed. The statute, however, goes bevond the declared objective. 
The benefit of corpus deductions is shifted to the income beneficiaries 
even when gross income such as capital gain remains taxable to the 
fiduciary. 

The proposed section 643 (a) (3) (C) would carry out the objective 
of preventing the wastage of corpus deductions, but at the same time 
would not shift the benefit of those deductions to income beneficiaries 
except to the extent that the deductions exceeded income which is 
excluded from distributable net income. Thus, in the example given 
above, the trustee would offset the $500 of capital gain by $200 of the 
$1,000 corpus charge and the $300 personal exemption. The balance 
of the $1,000 corpus charge not utilized by the trustee to offset 
excluded income (capital gain) would then reduce distributable net 
income, so that the benefici ‘ary would be taxable on $4,200. A 
general rule which would allow principal to receive the primary benefit 
of all items of deductions properly allocable to principal does not 
appear to provide any avenue of tax avoidance. 

Since the deduction for allowable capital losses and the deduction 
allowed the fiduciary under section 642 (b) (deduction for personal 
exemption) are not taken into account in any event in computing dis- 
tributable net income, the proposal requires that income excluded 
from distributable net income be first reduced by these deductions. 
The remaining excluded income determines the extent to which other 
corpus deductions will enter into the computation of distributable net 
income. The deduction under section 1202 for 50 percent of the 
excess of capital gains over capital losses and the deduction under 
section 691 (c) for estate tax on income in respect of a decedent would 
be allowed to the taxpayer (whether the estate or trust or the bene- 
ficiary) to the extent of capital gains and income in respect of a dece- 
dent, as the case may be, which are taxable to such taxpayer. 
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Under the proposed amendment, the benefit of corpus deductions 
is not passed through to the income beneficiaries where excluded 
income exceeds the corpus deductions. Thus, if capital gains allo- 
cable to corpus are $1,500, after taking the deduction under section 
1202, and the corpus deductions are $1,000, all the deductions would 
be utilized by the fiduciary and the income beneficiaries would receive 
no benefit of the corpus deductions. 

Since existing law allows corpus deductions primarily to reduce 
distributable net income, there is no wastage of the deductions in 
cases where the fiduciary uses the alternative method under section 
1202 (b) of computing tax on the excess of net long-term capital gain 
over net short-term loss. The proposed statute likewise avoids 
wastage of corpus deductions where the 25-percent tax rate is applied 
to capital gain. It provides that in the application of the subpara- 
graph, capital gains and losses shall be disregarded to the extent that 
they enter into the computation of the alternative tax, so that such 
gains and losses would not reduce the corpus deductions. For 
example, if a trust which is required to distribute all ordinary income 
had ordinary income of $10,000, gross long-term capital gains of 
$90,000 and corpus charges of $4,000, the 25-percent alternative tax 
would apply to the capital gains of $90,000 without any reduction for 
the corpus charges, and the corpus charges would be applied wholly 
in reduction of distributable net income, so that the beneficiary would 
be taxed on $6,000. 

It should be observed that if this proposal is adopted, income 
beneficiaries would still receive the benefit of deductible corpus charges 
to the extent that they could not be utilized by the fiduciary. Thus, 
in a year in which the fiduciary had such deductible corpus charges, 
he would be required to reach a decision on whether he should permit 
such deductions to inure to the benefit of the beneficiary or whether 
he should take offsetting capital gains or refrain from taking capital 
losses. 

A result of the proposed amendment would be that ordinary losses 
described in section 1231 on sales of business property, which under 
present law are allowable in full in reduction of distributable net 
income, would be used first to reduce excluded income, and only the 
excess of such losses and other corpus deductions over excluded 
income would be allowable in computing distributable net income. 

The definition of corpus deductions does not include deductions 
chargeable to items of corpus which are distributed to beneficiaries. 
The result is that if a deductible item chargeable to corpus is properly 
allocable to an item of corpus which is included in gross income and 
which is taxable to beneficiaries as part of distributable net income, 
the beneficiaries to whom such income is taxed will receive the benefit 
of such deduction. For example, if a trust realizes capital gains and 
part of the capital gains are distributed currently to beneficiaries, the 
deductions properly chargeable to the capital gains which are dis- 
tributed will be allowed in computing distributable net income. If 
income in respect of a decedent is distributed and therefore taxable 
to beneficiaries, deductions in respect of a decedent properly allocable 
to such income will be allowed in computing distributable net income. 

The proposed section 643 (a) (3) (C) should apply to existing trusts, 
as well as to future trusts, for taxable years ending after its enactment. 

In applying section 643 (a) (3) the separate share rules of section 
663 (c) must be kept in mind. 
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Section 643 (a)—deletion at end 


The deletion of the two sentences at the end of section 643 (a) is a 
conforming amendment in connection with the proposed change in 
treatment of charitable contributions by estates and trusts. This 
proposed deletion at the end should apply to existing trusts, as well 
as to future trusts, for taxable years ending after its enactment. 


Section 643 (b) 


The proposed amendment adds capital gains to the items which 
are not to be considered income when under the terms of the governing 
instrument and applicable local law they are allocable to corpus. 

The proposed amendment to section 643 (b) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 643 (d) 

This amendment is proposed to add a definition of a ‘‘charitable 
beneficiary” to the code, desirable in connection with the proposed 
change in treatment of distributions to such beneficiaries. See the 
discussion under the proposed amendment to section 642 (c). 

The proposed addition of section 643 (d) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Subpart B—Trusts Which Distribute Current Income Only 


SEC. 651. DEDUCTION FOR TRUSTS DISTRIBUTING CURRENT INCOME ONLY. 
(a) Depuction.—lIn the case of any trust the terms ef whieh— 
(1) the terms of which provide that all of its income is required to be dis- 
tributed currently, and 
(> de net previde that any ameunts are te be paid; 


pePHtHeHtty set 
aside; or used for the purposes speeified in seetion 642 444 relating te dedtte 
Hor for eharitabte, ete; 


(2) which in the taxable year does not distribute or credit amounts other 
than amounts of income described in paragraph (1), and does not distribute or 
credit and is not required to distribute any amount to a charitable beneficiary, 

there shall be allowed es a deduction in computing the taxable income of the 
trust the amount of the income for the taxable year which is required to be dis- 
tributed currently. his seetion shal net appl in any taxable year in whieh 
the trust distributes amounts ether then amounts ef income deseribed in para- 
greph > 

(b) Limitation ON Depuction.—If the amount of income required to be dis- 
tributed currently exceeds the distributable net income of the trust for the taxable 
year, the deduction under subsection (a) shall be limited to the amount of the 
distributable net income. For this purpose the computation of distributable net 
income and income required to be distributed currently shall not include items of 
income (and the deductions allocable thereto) which are not included in the gross 
income of the trust aad the deduetions allowable therete: The character of the 
items of distributable net income and of income required to be distributed currently 
shall be determined in accordance with the rules stated in section 652 (b). 


COMMENT 


Section 651 (a) of the present code excludes any trust making 
charitable distributions from the definition of what is commonly 
called a simple trust. The language of section 651 (a) has been 
modified to reflect the changes in the treatment of charitable bene- 
ficiaries discussed under the proposed amendment to section 642 (c). 

The proposed amendment to section 651 (a) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 
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Section 661 (c) limits the deduction allowable to the fiduciary to 
the extent any distribution consists of an item of distributable net 
income which is not included in the gross income of the estate or 
trust. Section 651 (b), on the other hand, limits the deduction to 
the trustee to the lesser of the income required to be distributed 
currently or the distributable net income, and reduces distributable 
net income for this purpose by exempt items. 

In the perhaps rare case where distributable net income of a simple 
trust exceeds the income distribution, distortion may result. The 
problem is made more important by section 1.651 (a)—1 (b) of the 
regulations, which provides that what is otherwise a simple trust will 
not cease to be treated as such if it is necessary under the trust instru- 
ment to retain a reasonable amount of current income because of a 
provision requiring the trustee to retain corpus intact. If distribut- 
able net income was $10,000, but was only $9,000 after excluding 
exempt income, the trust could receive a deduction of $9,000 for a 
$9,000 distribution, if section 651 were followed literally, although 
properly the deduction should be reduced to the extent that the $9,000 
actually distributed would be deemed to consist of exempt income, 
as is provided in section 661 (c). Under section 661 (c), the deduc- 
tion presumably would be $8,100. The regulations avoid the distor- 
tion caused by the literal terms of section 651 (b). 

The proposed amendment of section 651 adopts the regulations 
approach. See section 1.651 (b)-1. Although phrased differently 
from the provisions of section 661, this approach has the same result. 
Both distributable net income and income required to be distributed 
currently must be broken down by character of the items therein, in 
order to separate out the exempt income and items of deduction al- 
locable thereto. Possibly this reliance on the character rules could 
give trouble where the character of distributions varies as between 
State and Federal law. In order for the regulations approach to work, 
it must be assumed that the two sets of character rules are the same. 
In general, this appears a fair assumption. For example, if it is 
required that an amount be set aside to amortize a bond premium, 
normally it will be required to be set aside out of the income from the 
particular bond. Thus, an income item will be reduced by expenses 
allocable to it. In other respects, however, reduction of income items 
under local law by ‘the deductions allocable thereto’? may be a 
meaningless phrase without application of the Federal statute. The 
regulations dispose of the problem by providing that for the purpose of 
determining character of items under local law, reference shall be 
made to the provisions of section 1.652 (b)-2. This approach is 
proposed here to eliminate any difficulty with local law. 

The proposed amendment to section 651 (b) should apply to existing 
trusts as well as to future trusts, for taxable years ending after its 
enactment. 


SEC. 652. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENEFICIARIES OF TRUSTS 
DISTRIBUTING CURRENT INCOME ONLY 


(a) INcLUston.—Subject to subsection (b), the amount of income for the 
taxable year required to be distributed currently by a trust described in section 
651 shall be included in the gross income of the beneficiaries to whom the income 
is required to be distributed, whether distributed or not. If such amount exceeds 
the distributable net income, there shall be included in the gross income of each 
beneficiary an amount which bears the same ratio to distributable net income as 
the amount of income required to be distributed to such beneficiary bears to the 
amount of income required to be distributed to all beneficiaries. 
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(b) CHARACTER OF AMOoUNTs.—The amounts specified in subsection (a) shall 
have the same character in the hands of the beneficiary as in the hands of the 
trust. For this purpose, the amounts shall be treated as consisting of the same 
proportion of each class of items entering into the computation of distributabl: 
net income of the trust as the total of each class bears to the total distributable 
net income of the trust, unless the terms of the trust or applicable local law specifi- 

cally allocate different classes of income to different beneficiaries. In the applica- 
tion of the preceding sentence, the items of deduction entering into the computa- 
tion of distributable net income shall be allocated among the items of distributable 
net income in accordance with regulations prescribed by the Secretary or his 
delegate, 

(c) DirrFERENT TaxXaBLE YEARS.—If the taxable year of a beneficiary is 
different from that of the trust, the amount which the beneficiary is required to 
include in gross income in accordance with the provisions of this section shall be 

(1) based upon the amount of income of the trust for any taxable vear or 
years of the trust ending within or with his the taxable year of the beneficiary, 
and 

(2) if the taxable year of the beneficiary terminates by reason of the death o, 
other termination of existence of the beneficiary during a taxable year of the trust, 
based upon the amount of income of the trust for the period from the end of tts 
last preceding taxable year to the date of such termination of existence. In 
computing distributable net income for the purposes of the application of sub- 
section (a) to such beneficiary, there shall be taken into account only the items 
of income and those deductions which under the terms of the governing instru- 
ment and applicable local law are properly chargeable in determining such bene- 
ficiary’s share of the income for such period. 


COMMENT 
Section 652 (b) 

The insertion in section 652 (b) of the words ‘or applicable local 
law”’ is not intended to are existing law but is simply a recog- 
nition that local law may spec cify an allocation of different classes of 
income to different beneficiaries and if it does, the effect will be the 
same as if the terms of the trust made such specification. 

The proposed insertion in section 652 (b) should apply to existing 
trusts as well as future trusts for taxable years ending after its enact- 
ment. 


Section 652 (e) 

The purpose of the amendment to section 652 (c) is to make clear 
the amount of income of an estate or trust which is inecludible in the 
final return of a beneficiary. The amendment is intended to provide 
that there shall be included in the final return of such beneficiary his 
share of gross income received by the estate or trust up to the time 
of termination of the beneficiary’s taxable year, reduced by deductible 
items properly charged against such share of income, whether paid 
before or after the date of the death.or other termination of existence 
of the beneficiary. 

Examples 


(1) The taxable vear of a trust ends on January 31, while that of 
the beneficiary is the calendar year. The beneficiary includes in his 
taxable income for 1957 so much of the taxable income of the trust 
as was currently distributable to him during the taxable year ending 
January 31, 1957, and was not in excess of the trust’s distributable 
net income for such year. 

(2) If a trust receives permission to change its accounting period 
from one ending on January 31 to one ending on September 30, the 
beneficiary would include in his income for the calendar vear 1957, 
the income of the trust currently distributable to him during the 
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taxable year of the trust ending January 31, 1957, and the income 
of the trust currently distributable to him during the short taxable 
year of the trust ending September 30, 1957. The amount includible 
in the beneficiary’s income with respect to each such taxable year of 
the trust cannot exceed the greater of the income currently distribut- 
able to him in each such year or the distributable net income for each 
such year. 

(3) A distributable trust and its beneficiary both file returns on 
the basis of the calendar year. The beneficiary died on August 1. 


Items Items | Deductions 
regeived | Items received | paid, Aug. 1- 
and paid, {| aceruedon | and paid, Dec. 31 but 
Jan. 1 July 31 | Aug. 1 allocable 
July 31 | Dec. 31 to (1) 
| | 
(1) (2) (3) (4) 
d ' i scons... 
Paxable interest $4, 000 | $200 | $1, 000 
Exempt interest 0 | 150 800 |- 
Dividends 10, 000 1, 800 | 7, 000 
Rents 8, 000 | 0 4, 000 
Capital gains 1, 000 | 0 | 6, 000 | 
Total 23, 000 2, 150 18, 800 | 
Income commissions 0} 503 836 $503 
Principal commissions 0} 0 3, 000 | 0 
Attorneys’ fees charged to principal 0 0 5, 000 0 
Real-estate taxes 1, 890 0 1, 800 | 30) 
Other real-estate expense 1, 200 50 600 | 50 
State income tax on prior year’s capital gains, 
chargeable to principal 300 300 300 
Total. _.- 3, 300 &53 11, 536 | 853 
| 


During his lifetime the beneficiary was entitled to receive the in- 
come of the trust as computed for trust. accounting purposes; i. e., the 
sum of receipts allocable to income account less the sum of expe nses 
charged to income account and a reserve for expenses properly charge- 
able to income account. Based on the foregoing figures such amount 
would be $18,147. Such amount is computed by subtracting from 
$22,000 (the sum of the income items in col. | reduced by capital 
gains of $1,000) the 2 deductions aggregating $3,000 shown in column 

1) and $853, the sum of those shown in column (4). 

The distributable net income which limits the taxability of the 
amount of income distributable to the beneficiary during his lifetime 
is to be computed as if the period January 1 to July 31 were a taxable 
year, except that items of deductions paid after the beneficiary’s death, 
but which represent items the trustee could reserve for in determining 
trust income, are to be taken into account. This is true even though 
the trust files its return on the cash basis. 

The distributable net income properly allocable to the period Janu- 
ary 1 to July 31 thus is the same as the income which was currently 
distributable to the beneficiary for trust accounting purposes. 

The excess of income accrued on July 31, but not collected, over 
accrued deductions chargeable to income account represents income 
in respect of a decedent which will be taxable under section 691. 

It should be noted that the separate share rule is applicable in 
determining the amount taxable to the deceased beneficiary. Thus, 
an income beneficiary will not receive the benefit of any items paid 
from corpus in the year of the death or other termination of existence 
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of the beneficiary. For example, if the beneficiary dies on August 1 
and a principal commission is paid on November 15 (or for that 
matter on July 15), the beneficiary’s share of income would not be 
reduced thereby. The benefit of the deduction would inure to the 
remaindermen, who have borne the charge. In some cases the deduc- 
tion may be wasted because the remaindermen do not have sufficient 
income to absorb the deduction. 

If the trust continues, the corpus deduction not absorbed by income 
credited to corpus would inure to the successor income beneficiary 
whose income is thereafter reduced by reason of the diminution of 
corpus resulting from the payment of the corpus charge. 

The proposed amendment of.section 652 (c) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Subpart C—Estates and Trusts Which May Accumulate Income or Which 
Distribute Corpus 


SEC, 661. DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING INCOME OR DIS- 
TRIBUTING CORPUS. 
(a) Depuction.—In any taxable year there shall be allowed as a deduction 
in computing-the taxable income of: an‘estate or trust (other than a trust-to,which 
subpart (B) applies), the sum of— 


paid out of income er corpus te the extent seh amount is paid out of income 
Feet she btpkedites Aree te teteed 

42) any ether amounts preperly paid er eredited er required te be dis- 
tetbited fer sieh textble seer: 

(1) any amount re uired to be paid or credited currently to a beneficiary out 
of income for the taxa bie year ; al. 

(2) any ameynt paid.or eredited in the exereise of a discretion by the fiduciary 
to pay or crédit such amount to a beneficiary to whom no amount may be paid or 
credited during the taxable year except from income for the taxable year; and 

(3) any amount paid or credited in the exercise of a discretion by the fiduciary 
to pay or credit such amount to a beneficiary to whom amounts may be paid or 
credited during the taxable year out of the income for the taxable year or out of 
corpus (including accumulated income of prior taxable years) ; and 

(4) all other amounts properly paid, credited, or required to be distributed to 
a beneficiary during the taxable year; 

but such deduction shall not exceed the distributable net income of the estate or 
trust. The distributable net income of the estate or trust shall be allocated among the 
beneficiaries in the manner described in section 662 (a). 

(b) CHaracter or Amounts DistrinuTED.—The amount determined under 
subsection. (a) shall be treatéd as consisting of the same proportion of each class 
of items entering into the computation of distributable net income of the estate 
or trust as the total of each class bears to the total distributable net income of 
the estate or trust in the absence of the allocation of different classes of income 
under the specific terms of the governing instriiment or applicable local law. Inthe 
application of the preceding sentence, the items of deduction entering into the com- 
putation of distributable net income (mehiding the dedtetion sHewed under see- 
tien 642 +(e} shall be allocated among the items of distributable net income in 
accordance with regulations prescribed by the Secretary or his delegate. 

(c) LimrTaTION ON DepuctTion.—No deduction shall be allowed under sub- 
section (a) in respect of any portion of the amount allowed as a deduction under 
that subsection (without regard to this subsection) which is treated under sub- 
section (b) as consisting of any item of distributable net income which is not 
included in the gross income of the estate or trust. 


SEC, 662. INCLUSION OF AMOUNTS IN GROSS INCOME OF BENEFICIARIES OF ESTATES 
AND TRUSTS ACCUMULATING INCOME OR DISTRIBUTING CORPUS 


(a) INcLuston.—Subject to Subsection (b), there shall be included in the gross 
income of a beneficiary to whom an amount specified in Section 661 (a) is paid, 
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credited, or required to be distributed (by an estate or trust described in Section 
661), the sum of the following amounts: 


ettired te be distetbuted etprentiy: drelides ate atHett reettited te be paid 
StH et HHeeHE GH Certs te tre eachet ste ttetittt is petted ttt of teste 
for stel tratble vere: 

(1) AMOUNTS NOT PAYABLE SOLELY OUT OF CoRPUS.—Any amount, other than 
an amount paid, credited, or required to be distributed to a charitable ben- 
eficiary, which is— 

(A) required to be paid or credited currently to the beneficiary out of in- 
come for the taxable year; 

(B) paid or credited in the exercise of a discretion by the fiduciary to pay 
or credit such amount to the beneficiary to whom no amount may be paid or 
credited during the taxable year except from income for'the ‘taxable year; 

(C) paid or credited in the exercise of a discretion by the fiduciary to pay 
or credit such amount to the beneficiary to whom amounts may be paid or 
credited during the taxable year out of the income for the taxable year or out 
of corpus (including accumulated income of prior taxable years). 

The amounts paid, credited, or required to be distributed to beneficiaries referred 
to in subparagraphs (A), (B), and (C) hereof shall be deemed paid in that order of 
priority out of the distributable net income of the estate or trust, and if the amounts 
paid to the beneficiaries in any one of such classes, taken in such order of priority, 
exceed the distributable net income of the estate or trust available to such class 
(after being reduced by the amount allocated to any prior class or classes), there 
shall be included in‘ thé’gross income of the beneficiary an amount which bears the 
same ratio to the distributable net income available to that class as the amount 
of income paid, credited, or required to be distributed to such beneficiary within 
such class bears to the amount so paid, credited, or required to be distributed to all 
beneficiaries of such class. 

(2) OTHER AMOUNTS DISTRIBUTED.—All other amounts properly paid, 
credited, or required to be distributed to such beneficiary during the taxable 
year. If the sum of— 

(A) the amount ef ineome fer the taxable year properly paid or credited 
during the tarable year or required to be distributed currently for the 
taxable year to all beneficiaries, under paragraph (1); and 

(B) all other amounts properly paid, credited, or required to be dis- 
tributed to all benefigiaries 

exceeds the distributable net income of the estate or trust, then, in lieu of the 
amount provided in the preceding sentence, there shall be included in the 
gross income of the beneficiary an amount which bears the same ratio to 
distributable net income (reduced by the amounts specified in (A)) as the 
other amounts properly pid, credited, or required to be distributed to the 
beneficiary bear to the other amounts properly paid, credited, or required to 
be distributed to all beneficiaries. 

(b) CHARACTER oF AMouNTs.—The amounts determined under subsection (a) 
shall have the same character in the hands of the beneficiary as in the hands of 
the estate or trust. For this purpose, the amounts shall be treated as consisting 
of the same proportion of each class of items entering into the computation of 
distributable net income as the total of each class bears to the total distributable 
net income of the estate or trust unless the terms cf the governing instrument 
or applicable local law specifically allocate different classes of.income to different 
beneficiaries. In the application of the preceding sentence, the items of deduction 
entering into the computation of distributable net income Hneluding the Hectetiete 
eHewed under seetion 642 te} shall be allocated among the items of distributable 
net income in accordance with Neer prescribed by the Secretary or his dele- 
gate. In the appleation of this subsection te the ametnt determined under para- 
eerph 4 of sHbseetion dH distribttble net Hreatie steal be eenpited withett 
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tttble te Hresme of the texdble sen 

(c) DirreRENT TAXABLE YEARS.—If the taxable year of a beneficiary is differ- 
ent from that of the estate or trust, the amount to be included in the gross income 
of the beneficiary shall be: 

(1) based on the distributable net income of the estate or trust and the 
amounts properly paid, credited, or required to be distributed to the bene- 
ficiary during any taxable year or years of the estate or trust ending within 
or with the his taxable year of the beneficiary, and 

(2) if the taxable year of the beneficiary terminates by reason of the death or 
other termination of existence of the beneficiary during a taxable year of the 
estate or trust, based on the amount of income of the estate or trust for the period 
from the end of its last preceding taxable year to the date of such termination or 
existence. In computing distributable net income for the purposes of the applica- 
tion of subsection (a) to such beneficiary, there shall be taken into account only 
the items of income and those deductions which under the terms of the governing 
instrument and applicable local law are properly chargeable in determining such 
beneficiary’s share of the income for such period. 


COMMENT 
Sections 661 (a) (1) and 662 (a) (1) 


The proposed secant dake to sections 661 (a) and 662 (a) are 
designed to relieve beneficiaries of trusts and estates from inequities 
arising out of the present method of allocating the distributable net 
income of an estate or trust among beneficiaries who have received 
distributions of income or corpus therefrom during the taxable year. 
Under present law beneficiaries receiving income, other than those 
receiving income required to be distributed currently, are placed in the 
same class with beneficiaries receiving corpus for purposes of allocating 
estate or trust income. As a consequence, if the distributable net 
income of an estate or trust exceeds the amount of income required to 
be distributed currently, the beneficiaries of corpus and the bene- 
ficiaries to whom the fiduciary in the exercise of a discretionary power 
has made payments of current income are required to include in gross 
income proportionate parts of the balance of the distributable net 
income of the estate or trust remaining after distributions of income 
required to be distributed currently. This occurs even if all of the 
distributable net income of the estate for the taxable year in fact has 
been distributed to beneficiaries of income. Beneficiaries entitled to, 
and who receive, distributions which can be made solely out of 
corpus may be required to include in their gross income a part of 
the distributable net income of the estate for the taxable year. 

The proposed draft amends section 662 (a) (1) to require all amounts 
not payable solely out of corpus to be included in the beneficiaries’ 
income to the extent of the lesser of the amount distributed to the 
beneficiaries or the amount of the distributable net income of the 
estate or trust for the taxable year. All “other amounts,” that is, 
distributions of corpus or accumulated income, are required to be 
included in income to the extent of the balance of distributable net 
income of the trust or estate under paragraph (2) of the section. 

An order of priority as between classes of income distributions is 
created in paragraph (1) so that the distributable net income is first 
applied to amounts of income required to be paid currently, then to 
amounts of income paid or credited in the discretion of the fiduciary, 
where no amount may be distributed except from income, and next 
to amounts paid or credited by the fiduciary in the exercise of a 
discretion to pay such amounts out of either income or corpus. If 
there is any balance of distributable net income remaining after 
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all of the income distributions have been satisfied, it is applied to 
corpus distributions falling under paragraph (2) of the section. 

Such amendments for the most part would eliminate the inequity 
of making corpus beneficiaries bear a portion of the tax on estate or 
trust income when all of the distributable net income of the estate has 
been distributed. It would, however, distinguish between bene- 
ficiaries who are in receipt of income under different circumstances, 
that is, required income distributions, discretionary income distribu- 
tions, or discretionary distributions of income or corpus. The effect 
of the priorities so established is to set up a ‘four tier’? system for the 
allocation of estate or trust income. If the amounts distributed to 
any such class of beneficiaries exceed the distributable net income 
available to such class, each beneficiary must include such portion of 
the available distributable net income as the amount received by him 
bears to the amounts received by all beneficiaries in the same class. 

The following examples indicate the results of the above amend- 
ments (assuming in each case that no accumulation distribution sub- 
ject to the throwback rule is made): 


EXAMPLE [ 





Distributable net income_ _ GIG Susu ytt jus a SEQ GD 
Distributions: 
To A, required to be paid out of income__- _ 20, 000 
To B, discretionary income payment_ La he J's.) 12,000 
To C, discretionary income or corpus payment_ slo s20-S EE 30, 000 
To D, discretionary payment which can be made only out of corpus. 30,000 
Results: 
A received and is taxed on__ ; 3: _ 20, 000 
B received $12,000 and is taxed on___-__- 10, 000 
C received $30,000 but is taxed on_- 534 0 
D received $30,000 but is taxed on____- ie tees xiyd <i epee 0 
EXAMPLE II 
Distributable net hhoome su wi Ci ek bess 2) ee lees eas 40, 000 
Distributions: 
To A, required income payment__- j ann ie 
To B, discretionary Income payment-_- - - -- 4a, Lilicike 20, 000 
To C, discretionary income or corpus- _. -- - - --:.-. 25,000 


To D, dise retionary payment which can be made only out of | corpus. 30, 000 
Results: 


A received and is taxed on_-_ Fe atants : “os ; eet dnt te 
B received and is taxed on__- 322 i 20, 000 
C received $25,000 and is taxed on____- ye ait : grb 5, 000 


D received $30,000 and is taxed on 


EXAMPLE III 


Distributable net income - - ae : oth See 40, 000 
Distributions: 
To A: 
(1) required income payment - -- ; epee e. ae 
(2) discretionary income or corpus payment---_------------ 15, 000 





Total distributions to A__. 30, 000 


To B: (38) discretionary income payment which can be made only 
out of income en Sse 


sn sh aba nll ph Secs AU Ape SORE hat pa ade ere ee ae 5, 000 
Results (in order of priority): 

A is taxed on (1) entire required income payment_-___------------ 15, 000 

B is taxed on (3) entire discretionary income payment_- - - - ----- 15, 000 

A is taxed on part of (2) discretionary income or corpus payment. 10, 000 

Total distributable net ineemis.. .. .. 6225 eee nde ceeaenans 40, 000 


33479—58——3 
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It should be noted that a charitable beneficiary is always in the 
fourth tier. If a charitable beneficiary is treated the same as any 
other distributee under the tier system, significant tax-avoidance 
arrangements would be possible. Such arrangements are not pos- 
sible to any appreciable extent, however, when the charity is always 
a fourth-tier beneficiary. The following illustrations bring out the 
differences in result when the charity is treated like any other bene- 
ficiary and when it is restricted to the fourth tier. 

1. A establishes a trust and under the terms of the trust the trustee 
is required to pay the net income to the X charity and in each year 
is required to pay to A’s wife W, from the corpus of the trust, that 
amount which is equal to the net income for the year. If the tier 
system applied without any qualifications to a charitable beneficiary, 
W would pay no income tax on the amount she received annually as 
would be true under present law. By making a charity a tier 4 bene- 
ficiary, both W and the charity are in the same tier and W will be 
taxable on one-half of the distributable net income of the trust. 

2. A establishes a trust and under the terms of the trust the trustee 
in his discretion mey make payments to the X charity but only out 
of income and may inake payments in his discretion out of income or 
corpus to A’s wife W. The distributable net income of the trust in 
the first year is $10,060. The trustee pays $8,000 to the X charity 
and $8,000 to W. If the tier system applied without any qualification 
to a charitable beneficiary, W would pay a tax on only $2,000 because 
she is in the third tier whereas the charity would be in the second tier. 
By making the charity a tier 4 beneficiary, W will be taxable on the 
entire $8,000 she receives. 

If a beneficiary is given an annuity of $1,000 a year which is to be 
paid out of income to the extent available and the balance is to be 
paid out of corpus, such beneficiary will be in tier 1 with respect to 
the income available to pay the annuity and in tier 4 with respect to 
the corpus which is required to be used to pay the annuity. On the 
other hand, if the beneficiary is to be paid $1,000 a year and the trustee 
is given discretion to pay such sum out of either income or corpus, 
then the beneficiary is in tier 3 no matter whether the stated sum is 
paid out of income or out of corpus. 

The proposed amendments to sections 661 (a) (1) and 662 (a) (1) 
should apply to existing trusts, as well as to future trusts, for taxable 
years ending after their enactment. 

Section 661 (b) 

This is largely a conforming amendment necessitated by the pro- 
posed revision of treatment of distributions to charitable beneficiaries, 
discussed in the comment accompanying the proposed amendment to 
section 642 (c). In regard to the insertion “or applicable local law”’ 
see the comment on section 652 (b). 

The proposed amendment of section 661 (b) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 662 (b) 


This is a conforming amendment proposed in connection with the 
proposed revision of treatment of distributions to charitable bene- 
ficiaries, discussed in the comment accompanying the proposed amend- 
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ment to section 642 (c). In regard to the insertion “or applicable 
local law’”’ see the comment on section 652 (b). 
The proposed amendment of section 662 (b) should apply to exist- 


ing trusts, as well as to future trusts, for taxable years ending after 
its enactment. 


Section 662 (c) 
See comment under section 652 (c). 


SEC. 663. SPECIAL RULES APPLICABLE TO SECTIONS 651, 652, 661, and 662. 


(a) Exciustons.—There shall not be included as amounts falling within section 
‘661 (a) or 662 (a)— a a aes 
ttt Getthe dreamt ete che ettrerttett aeied Heder terms gor- 
ering instrument, is properly paid er eredited as @ gift or bequest of a 
speeifie stm ef money or of specifie end whieh is paid or eredited 


aside or otherwise qualify for the dedttetion provided Ht seetio# 642 te+ 
Set ttt teeerted fe set rete tebe 


(1) Girrs, BEQUESTS, ETC., OF SPECIFIC SUMS OF MONEY OR OF SPECIFIC 
PROPERTY.—Any amount which under the terms of the governing instrument or 

applicable local law is an amount which is properly paid or credited as a gift, 
bequest, or devise of a specific sum of money or of specific property and which 
is not to be paid or credited in more than 3 taxable years of the estate or trust 
whether or not consecutive. An amount which can be paid or credited only from 
the income of an estate or trust shall not be considered as a gift or bequest of a 
specific sum of money or of specific property. For the purpose of determining 
the number of taxable years in which an amount is paid or credited to a single 
beneficiary, a decedent’s estate and a trust created under the decedent’s will each 
shall be considered as a separate entity, and any gift, bequest, or devise payable 
at any one time under the terms of the governing instrumented or law shall be 
treated as paid in a single taxable year. 

(2) OTHER GIFTS, BEQUESTS, ETC.—Any amount, other than capital gains 
considered paid, credited, or required to be distributed under section 648 (a) 
(3) (B), which under the terms of the governing instrument or applicable local 
law is an amount which is not to be paid or credited at intervals and which 
is properly paid or credited in full or partial satisfaction of a bequest, share, 
award or allowance from the corpus of a decedent’s estate durtng a period begin- 
ning with the day following the death of the decedent and ending 36 months 
thereafter. A payment shall be deemed to have been made from corpus of a 
decedent's estate to the extent it is properly charged against corpus and designated 
as a distribution of corpus on the books and records of the estate by the fiduciary. 
For any taxable year or portion of a taxable year following the period described in 
this paragraph, the distributable net income of an estate for such taxable year 
or such portion of a taxable year shall be reduced by that amount of income of the 
estate for such taxable year or portion of the taxable year which the decedent’s 
legal representative in good faith determines is required for the purpose of meeting 
existing or potential estate obligations which are payable out of estate income. 

(3) DENIAL OF DOUBLE DEDUCTION.—Any amount paid, credited, or dis- 
tributed in the taxable year, if a deduction was allowed or allowable for such 
amount for a preceding taxable year of an estate or trust because credited, required 
to be distributed, or permanently set aside in such preceding taxable year. 

(b) DistripuTions IN Frrst Srxty-Five Days or TaxaBLE YEAar.—{No 
change.] 

(ec) SEPARATE SHARES TREATED AS SEPARATE Esrares or Trusts.—For the 
sele purpose of determining the amount of distributable net income in the applica- 
tion of sections 651, 652, 661 and 662, and determining whether an estate or trust 
has terminated for the purposes of section 642 (h), in the case of an estaie or a single 
trust having more than one beneficiary, substantially separate and independent 
shares of different beneficiaries in the estate or trust shall be treated as separate 
estates or trusts. The existence of such substantially separate and independent 
shares and the manner of treatment as separate estates or trusts, including the 
application of subpart D to such separate share trusts, shall be determined in ac- 
cordance with regulations prescribed by the Secretary or his delegate. 
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(d) Amounts PerMAaNeNtTLY Set ASIDE FOR CHARITABLE BENEFICIARIES OR 
Purposes.—Any amount of gross income for the taxable year which is perma- 
nently set aside in the taxable year for a charitable beneficiary, or which 1s paid, 
used or permanently set aside in the taxable year exclusively for one or more of 
the purposes described in section 170 (c) (2) (B), or for the establishment, acquisition, 
maintenance, or operation of a public cemetery not operated for profit, shall be deemed 
an amount credited to a charitable beneficiary in the taxable year. However, 
the total of such amounts deemed to be credited to charitable beneficiaries 
during any taxable year, other than amounts permanently set aside out of income 
allocated to corpus which income is not included in the definition of income, in 
section 643 (b), shall not be greater than the amount by which the distributable 
net income of the estate or trust exceeds the deductions allowable to the estate or 
trust under section 661 for amounts paid, credited or required to be distributed 
to other beneficiaries for the taxable year. 

(e) Regurrep DisrrisuTion To ANoTHER TrRusT.—In applying sections 661, 
and 662, when a required distribution is made to another trust which is not payable 
solely out of income, the distributing trust shall be entitled to a deduction for such 
distribution of only that portion of its distributable net income attributable to the 
part of the taxable year that precedes the required distribution which corresponds to 
the portion of the trust property required to be distributed to the receiving trust, and 
the receiving trust shall include in gross income for that taxable year only so much 
of such amount as is deductible by the distributing trust. 


COMMENT 
Section 663 (a) (1) and (2 


The proposed amendments to section 663 (a) (1) and (2) are de- 
signed to correct the rules of existing law which in some instances 
attribute income of an estate to persons receiving corpus distributions. 

Section 663 (a) (1) of the 1954 Code excluded from the terms of 
sections 661 (a) and 662 (a) certain gifts or bequests of specific sums 
of money or specific property paid or credited all at once or in not 
more than 3 installments other than amounts which could be paid 
or credited only from income of the estate or trust. Consequently, 
payment of such specific gifts or bequests of corpus does not entitle 
the fiduciary to a deduction under section 661 (a) nor does it result in 
income being attributed to the recipient under section 662 (a) and 
under section 102 (a) such amounts are excluded from gross income 
of the recipient. 

This exclusion has proved to be too narrow in scope. For example, 
it does not exclude from the rules of sections 661 (a) and 662 (a) 
distributions of corpus to residuary legatees, payments solely out of 
corpus to will contestants, payments out of corpus of an estate 
to widows pursuant to provisions of local law allowing an executor 
to make temporary provision for a widow’s support and payment of 
an intestate share. As a result persons who receive distributions from 
corpus of an estate sometimes are treated as receiving income even 
though they may have no right to share in income. In other in- 
stances a distribution to a beneficiary from the residue of an estate in 
the ordinary course of administration and not prompted by any tax 
motive, results in the beneficiary being taxed with a disproportionate 
share of income. While extension of the separate share rule of section 
663 (c) to estates (see below) may ameliorate the hardship in some 
cases, complete relief in this area can be afforded only by excluding 
true corpus distributions from the operation of sections 661 (a) and 
662 (a) so that such distributions will be excluded from income to the 
extent provided under section 102. 
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Under the proposed amendments (section 663 (a) (2)), amounts 
properly paid from and charged to corpus as a bequest or as a statu- 
tory award or allowance to a spouse would be excluded from gross 
income for a period of 3 years which is long enough to take care of 
the administration of most estates. If a spouse is entitled under 
State law to income of an estate, however, as is sometimes the case 
where the spouse elects to take against a will, an amount paid the 
surviving spouse which the fiduciary properly charges to income 
would be subject to the provisions of sections 661 (a) and 662 (a) 
and includible in the gross income of the spouse. The same would 
be true where amounts paid to will contestants are properly payable 
out of and are charged to income. (See Delmar, 25 T. C. 1015 (1956).) 

It is recognized that the proposed amendments give effect to a 
fiduciary’s identification of the source of a distribution, as did the 1939 
Code, and may therefore offer limited opportunities for minimizing 
taxes for the 3-year period where a distribution is identified as made 
from principal although there is current income in the residuary estate 
from which a payment in the same amount could properly have been 
made to the same beneficiary. The possibility of avoidance in this 
area does not appear to be sufficient to justify continuance of the 
present arbitrary rules of attribution of estate income to beneficiaries 
with its resulting inequities. 

The following example illustrates the operation of the present law 
and the proposed section 663 (a) (2): 

Assume that a testator makes minor specific bequests to friends 
and divides the residue between his wife and a trust to be established 
for his minor son. He provides that all estate taxes are to be appor- 
tioned to the share of the residue in trust for the son. During the 
first year of administration the estate income was $20,000, none of 
which was distributed. The following distributions were made: 


Specific bequest to A Jj SL6 CU eR. adc LAT. eee CER OD 
Specific bequest to B___- Ov drtdatemes bape neues fC hse 
Family car transferred to widow; charged to her share of residuary estate __ 800 
Cash advanced to widow; charged to her share of residuary estate ______ 200 


During the second year of administration the net income of the 
estate (all ordinary income) was $20,000, all of which was distributed, 
one-half to the trust for the son and one-half to the widow. In that 
year estate taxes of $50,000 were paid, and a distribution of $15,000 
was made to the son’s trust from corpus and from the income accu- 
mulated in the preceding year. In addition, a payment of $64,000 
out of corpus and income accumulated in the preceding year was 
made to the widow to equalize the aggregate of distributions made to 
her and to the son’s trust during the estate administration. In 
making this equalizing distribution to the widow the estate taxes 
were treated as having been paid on behalf of the portion of the 
residuary estate to which the son’s trust became entitled. The 
corpus distributions to the widow in the prior year, including the 
automobile which was turned over to her, were also taken into 
account for this purpose. 

Since section 663 (a) in its present form does not exclude from the 
operation of sections 661 (a) and 662 (a) distributions from the resid- 
uary estate, the attribution rules of section 662 (a) must be applied 
in determining income to be reported by the widow and by the son’s 
trust for both years. Although the executor made no distribution of 
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income in the first year of administration, under present law $1,000 of 
income will be attributed to the widow for that year on account of the 
distributions of the family car and of the cash advances out of corpus 
to her totaling $1,000. While these amounts were not required income 
distributions under sections 661 (a) (1) and 662 (a) (1), they constitute 
“other amounts” under sections 661 (a) (2) and 662 (a) (2) and, since 
the distributable net income for the taxable year exceeds $1,000, the 
widow is taxed on the full amount of the corpus distributions to her in 
that year. 

In the second year the income of the widow under present law will 
also be subject to distortion. The distribution of $64,000 of corpus 
and accumulated income of the prior year to the widow in addition to 
one-half of the current year’s income ($10,000) would result in the 
widow being taxed with 

$74,000 (total distributions to widow) 5<$20.000 

$99,000 (total distributions made to all beneficiaries) “~~~ ’ 
or approximately $14,950, while the son’s trust would be taxed with 

OF 

sean 820,000 ), although each received 
$10,000, one-half of the distributable net income of the estate for the 
taxable year. The effect of the attribution rules of present law, there- 
fore, is not only to defeat the attempt of the executor to divide estate 
income evenly between the beneficiaries, but to attribute arbitrary 
amounts of income to the beneficiaries. The son’s trust is taxed with 
much less income than was actually received and the widow is really 
taxed on corpus she received, 

Under the proposed amendments, the estate would pay tax on the 
income of $20,000 during the first year of administration, and the 
widow would not be taxed on any income for such year since all 
amounts distributed to her were charged to her share of the residue. 
In. the second year, the widow and the son’s trust would be taxed on 
$10,000 each and the estate would pay no income tax. 

There has been inserted in section 663 (a) (1) the following: 

For the purpose of determining the number of taxable years in which an amount is 
paid or credited to a single beneficiary, a decedent’s estate and a trust created under the 
decedent’s will each shall be considered as a separate entity, and any gift, bequest, 


or devise payable at any one time under the terms of the governing instrument or law 
shall be treated as paid in a single taxable year. 


only $5,050 (whieh is 


The substance of the above is now found in the regulations under sub- 
chapter J (sec. 1.663 (a)-1 (c)). By including these rules in the 
statute and not including the other rules set forth in section 1.663 
(a)-1 (c) of the regulations, it is not intended that any doubt should 
be cast upon the validity of the balance of section 1.663 (a)—1 (c) of 
the regulations. 

A situation protected under the installment rule as set forth in the 
proposed section 663 (a) (1) which is not protected under the present 
section 663 (a) (1) is as follows: A in his will directs his executor to 
pay his daughter $4,000 in installments of $1,000 each within 18 
months after his death. Since the legacy is required to be paid in 
more than 3 installments, it is not protected under the present section 
663 (a) (1). Under the proposed section 663 (a) (1), however, it is 
protected because it is not to be paid in more than 3 taxable years. 
The income-tax avoidance feature of installment payments is not in 
the number of installments but is in the number of taxable years in 
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which payments may be made. Thus the change made by section 
663 (a) (1) is in accord with the basic objectives of the original sec- 
tion 663 (a) (1). 

It should be noted with respect to section 663 (a) (2) that after the 
3 years referred to therein have elapsed, the distributable net income 
of the estate for each year is to be reduced by the amount of income 
for such year that the personal representative in good faith determines 
is required for the purpose of meeting existing or potential estate 
obligations which are payable out of estate income. Such a modifica- 
tion is believed necessary in order to eliminate inequities in the income 
taxation of distributees of estates after the 3-year ea expires. 

Paragraphs (1) and (2) of section 663 (a) should be applicable to 
taxable years ending after their enactment and also consideration 
should be given to granting relief retroactively to the effective date of 
the 1954 Code. 


Deletion of present section 663 (a) (2) 


Present section 663 (a) (2) provides that distributions to charitable 
beneficiaries shall not be included as amounts for which a trust or 
estate is allowed a deduction from distributable net income for dis- 
tributions to beneficiaries. A deduction is now allowed for such 
distributions from gross income under section 642 (c). Since it is 
now proposed to allow deductions for charitable distributions from 
distributable net income (see the comment accompanying the pro- 
posed amendment to sec. 642 (c)), section 663 (a) (2) would no longer 
be necessary, and the proposed amendment to section 663 (a) de- 
letes it. 

It should be pointed out that if this change is made, without further 
qualification, a deduction will in general be permitted for charitable 
contributions paid out of corpus, as well as for those paid out of gross 
income of the current or prior years for which a deduction is now 
allowable. (In the case of an estate, corpus distributions to charity 
in satisfaction of a specific, pecuniary or residuary bequest would not 
be deductible since such distributions are excluded from the operation 
of sec. 661 (a) by sec. 663 (a).) This result tends to eliminate tracing 
problems. In conjunction with the proposed readjustment of the 
“‘tier’’ system in sections 661 and 662 (see the comment under the 
proposed amendments to those sections) under which all charitable 
distributions are placed in the bottom “‘tier,” it is not believed that 
any disadvantageous consequences will follow. 

Under the proposed amendment, if a trust instrument directed that 
income be paid to A, or gave a trustee discretion to pay it to A, and 
directed or permitted payments of either income or principal to charity, 
the income received by A would remain taxable to him. If all the 
income of a trust is directed to be paid to a charity and periodic dis- 
tributions of principal are directed to be made to A, A’s distributions 
would be tax free under present law. Under the proposed amend- 
ment, the taxable income would be considered as divided proportion- 
ately between the charitable and noncharitable beneficiaries. To the 
extent that income of the current year is properly accumulated, a 
deduction is allowed for corpus distributions to charitable beneficiaries. 
Since such a deduction would reduce distributable net income for 
purposes of the application of the “throwback” provisions to distribu- 
tions to individual beneficiaries in subsequent years, it could have 
some effect on the taxability of mcome to such individual beneficiaries. 
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However, even though distributions are made in alternate years to 
charitable and noncharitable beneficiaries, taxable income will always 
be proportionately divided among them. Even this result could be 
avoided, if desired, by providing that charitable distributions are not to 
reduce distributable net income for purposes of the throwback pro- 
visions. However, since the proposed amendments are considerably 
stricter in this area than present law, and since additional complica- 
tions of computation would result, this course is not recommendeéd. 


Section 663 (a) (8) 


In view of the proposed treatment of amounts permanently set 
aside for a charitable beneficiary as distributions deductible under 
section 661 and the proposed repeal of present section 642 (c), it is 
proposed that present section 663 (a) (2) be deleted as unnecessary 
for future years. However, an amendment is proposed to section 
663 (a) (3) broadening its application so that it will prevent a deduc- 
tion under section 661 for an amount distributed to a charitable 
beneficiary in a future year, for which a deduction was allowed under 
section 642 (c) in a year prior to the effective date of the proposed 
amendment as an amount permanently set aside for a charitable 
beneficiary. 


Section 663 (c). Separate shares 


The proposed amendments to section 663 (c) are designed to extend 
the separate share rule to estates and also to extend the carryover 
provisions of section 642 (h) to the termination of a single beneficiary’s 
interest in the estate or trust. 

Applicability of the separate share rule of section 663 (c), as 
amended, to estates and trusts and their beneficiaries will be required 
even though separate and independent accounts are not maintained, 
nor required to be maintained, for each share, and even though no 
physical segregation of assets is made or required. If a trust or estate 
has more than one beneficiary and if such beneficiaries have separate 
and independent shares, such shares shall be treated as separate trusts 
or estates for the purpose of determining the amount of distributable 
net income allocable to the respective beneficiaries under sections 651, 
652, 661, and 662. 

It is not intended that section 663 (c) should operate so as to result 
in income being attributed to beneficiaries of estates to whom corpus 
payments are made which are excluded under section 663 (a) from 
amounts falling within sections 661 (a) and 662 (a). The operation of 
section 663 (c) in the case of an estate may be illustrated by the follow- 
ing example: 

The will of A makes specific cash bequests to B and C and directs 
that the residuary estate be divided into 3 parts, 2 parts to be held in 
trust for A’s children, D and E, and the third part to be distributed to 
A’s widow. All inheritance taxes are to be apportioned to the shares 
of D and E under the decedent’s will. With respect to the trust for 
D and E the testamentary trustee is given discretion to distribute or 
accumulate income or to distribute principal or accumulated income 
or to do both. Under local law residuary legatees are entitled to 
their respective shares of income of an estate after paying specific 
bequests and all debts and expenses of administration. 

During the first year of administration the executor pays the specific 
bequests. The executor makes no distribution of estate income dur- 
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ing the first year because of uncertainties as to amounts which may be 
chargeable against such income but he distributes $1,000 to the widow 
which is designated a distribution of corpus and is so charged on the 
executor’s books. 

During the second year of administration the executor makes the 
following distributions and payments: 
1. Inheritance taxes apportioned to the shares of D and E in residue__. $10, 000 
2. To the widow: 

(a) Her share of accumulated income of the estate for the prior 


ON de placa i ec ia Ne a cael a Maal 3, 000 
(b) Her share of estate income for the current year__.___._---- 3, 000 
(c) Corpus distribution to equalize shares in remaining residue 

among widow and D and E_-.--. hed ebibil d Lig Dh SABIE C 5, 000 


During the third year of administration the executor makes the 
following distributions and payments: 


1.’ Balanée of inheritance taxes... 266 Ss'opnS celts é = =6 paseuce-sekeoes $10, 000 
2. To the widow: 
(a) Inicomne of ‘eurrent year. 2. . ee SELL ek 2 OL 2a 3, 000 
(b) Final corpus distribution ~__.-.-..--- i ei Oss. cee 70, 000 
3. To the trust for D and E: 
(a) AcaGeauineed MCome.... - - .. ce 2s5 eeu ndn te dance areene 12, 000 
(0) VEFOT TORS TNGUMEOU oc ch ne nena Tok Aaem neuen heme 6, 000 
(c) Final corpus distribution -_.............------.-2------- 132, 000 


The results are as follows: 

First year —The distribution of $1,000 corpus does not result in 
any income being taxed to the widow under section 663 (a) (2) as 
amended. The estate is entitled to a $600 exemption under section 
642 (b) and pays tax on all net income of the estate for the year. 
The separate share rule although applicable to estates does not permit 
division of the estate into separate shares for purposes of the filing of 
returns or the deduction of the personal exemption. 

Second year.—The widow is subject to tax on $3,000 of current 
income distributed to her under section 662 (a). No income is at- 
tributed to her on account of the distribution of $5,000 of corpus 
under section 663 (a) (2). No income is attributed to her on account 
of the payment to her of $3,000 of accumulated income although 
such amount constitutes an amount referred to in section 662 (a) 
since, applying the separate share rule, the distributable net income 
of the estate attributable to the widow’s share is exhausted by the 
distribution to her of $3,000 of current income. 

Third year.—The widow is subject to tax on the $3,000 of current 
income distributed to her. This exhausts distributable net income 
of her separate share for such year and no income is attributed to her 
because of her final corpus distribution. 

The estate will be entitled to a distribution deduction for the $6,000 
of current income distributed to the trust for Dand E. This exhausts 
distributable net income of the share of D and E in the estate for 
such year. 

Even though the trust for D and E is not treated as constituting 
two separate trusts under local law, the respective shares of D and IE 
may constitute separate shares under section 663 (c). 

The proposed amendments to section 663 (c) should be applicable 
to both estates and trusts for taxable years beginning after their 
enactment. 
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Section 663 (d) 


Present section 642 (c) allows a deduction to an estate or trust both 
for amounts distributed, and for amounts permanently set aside, for 
charitable purposes. It is proposed that the deduction under section 
642 (c) be eliminated, and that an estate or trust be allowed a deduc- 
tion for amounts distributed to charitable beneficiaries under sections 
651 and 661 in the same manner as deductions are allowed for distri- 
butions to other beneficiaries (see the comment under the proposed 
amendment to section 642 (c)). If this is done, some provision must 
be made for amounts permanently set aside for charitable purposes, 
but not distributed, if the policy of the code is to remain the same. 
The proposed addition of a new subsection to section 663 is intended 
to accomplish this purpose by providing that amounts permanently 
set aside for charitable purposes shall be considered to be amounts 
credited to a charitable beneficiary. However, certain limitations are 
placed on this concept. First, it is limited to amounts set aside out 
of gross income of the current year. Present section 642 (c) limits the 
deduction to amounts set aside out of gross income, but apparently 
without regard to whether the amounts are set aside out of gross 
income of the current year or of a preceding year. Permitting the 
deduction for amounts set aside out of gross income of a preceding year 
seems to introduce an undesirable element of tracing. Second, except 
in the case of income allocated to corpus which is not included in the 
definition of income in section 643 (b), the deduction for amounts set 
aside (but not distributed) for charitable beneficiaries is limited to the 
excess of the distributable net income of the estate or trust over de- 
ductions otherwise allowable for distributions to beneficiaries. The 
effect of this limitation is to prevent the avoidance of income taxes on 
distributions to noncharitable beneficiaries by the setting aside of 
income for future distribution to charitable beneficiaries. For exam- 
ple, if a trust agreement provided that the income of a trust should be 
accumulated during the life of A and then the accumulated income 
paid to a charity, but that A should receive in each year out of corpus 
an amount equal to the year’s income, the income would remain 
taxable to A. 

The proposed addition of section 663 (d) should be applicable for 
taxable years ending after its enactment. 


Section 663 (e) 


The proposed addition of this new subsection is made necessary by 
reason of the proposed amendment to the throwback rules contained 
in section 665 (b) (7). See the discussion under section 665 (b) (7). 


SEC. 664. POWER IN PERSON OTHER THAN GRANTOR TO VEST CORPUS OR INCOME 
IN HIMSELF. 


(a) GeneRAL RULE.—If a person other than the grantor has a power exercisable 
solely by himself to vest an amount of the corpus or the income of a trust in himself, 
such amount shall be considered as an amount required to be distributed currently to 
such person and not required to be distributed currently to any other person in applying 
sections 651 and 652, and as an amount required to be paid or credited to such person 
and not required to be paid or credited to any other person in applying sections 661 
and 662, unless such person has previously partially released or modified such a 
power and after the release or modification retained such control of the property 
released from the power as would, within the principles of section 671 to 677, inclusive, 
subject a grantor of a trust to treatment as the owner of such property, in which case 
such person shall be treated as the grantor of such property and taxed under sections 
671 to 677, inclusive. If a person other than the grantor has a power exercisable 
solely by himself to vest an amount of corpus in himself, the income attributable to 
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such amount of corpus for the taxable year of the trust shall be considered as an amount 
of income required to be distributed currently to such person and not required to be 
distributed currently to any other person in applying sections 651, 652, 661, and 662, 
except to the extent that the amount of corpus subject to the power does not exceed 5 
percent of the value of the corpus during such taxable year or $5,000, whichever is 
greater. For the purpose of the preceding sentence, the term “taxable year’? means 
only the portion of the taxable year of the trust on and after the date the power is 
exercisable by such person to the extent that 


(1) the power is not exercisable in a succeeding table year, or 


(2) the power is exercised in the current year when such power is exercisable 
in a succeeding taxable year. 

(b) OstieaTions or Support.—Subsection (a) shall not apply to a power which 
enables such person alone, in the capacity of trustee or cotrustee, merely to apply the 
income of the trust to the support or maintenance of a person whom the holder of the 
power is obligated to support or maintain except to.the extent that such income is so 
applied. 

Po) Errect or Renunciation or DiscLraimEeR.—Subsection (a) shall not apply 
with respect to a power which has been renounced or disclaimed within a reasonable 
time after the holder of the power first became aware of its existence. 

(d) SupstantTiAL OwnersHip Rote INaAPPLICcABLE.—Except as specified in 
this section, no items of income, deductions and credits against tax of a trust shall 
be included, solely on the grounds of dominion and control over the trust, under sec- 
tion 61 (relating to definition of gross income) or any other provision of this title, in 
computing the taxable income and credits of a person other than the grantor. 


COMMENT 


The new section 664 deals with the situations previously covered 
under section 678. If section 664 is enacted, the present section 678 
will be deleted. The substitution of the new section 664 for the pres- 
ent section 678, which taxes a nongrantor of the trust under certain 
circumstances on the ground of substantial ownership, is believed 
desirable for the following reasons: 

1. A establishes a trust which gives the trustee the discretion to 
pay the income to his wife W or accumulate it and also gives Wa 
power to withdraw a limited amount of the corpus each year. If the 
trustee does not exercise his discretion to pay W income, it is clear 
under section 678 that W will be taxable in each year that she makes 
no withdrawal of corpus on only the amount of income attributable to 
the limited amount of corpus which she can withdraw, and section 678, 
taken in conjunction with section 671, is susceptible of the construc- 
tion that W will be taxable in each year in which she withdraws the 
corpus on only the amount of income attributable to the limited 
amount of corpus which she can withdraw. Such a tax avoidance 
arrangement should not be permitted. Section 678 could be amended 
to change the result in the case supposed but the elimination of income 
tax avoidance by such an arrangement is accomplished by the new 
section 664 which causes the wife to be taxed under the tier system 
as though she had received the distribution of corpus, whether she 
makes the withdrawal or not. In the case supposed, the wife, under 
the new section 664, will be deemed to have received the limited 
amount of corpus which she can withdraw and, in view of the fact 
that there is distributable net income for the year which has not 
been paid to anyone else, she will be taxed up to the amount of the 
distributable net income under section 662. 

2. If A establishes a trust which provides that 1 day after the end 
of the taxable year his wife W may withdraw the income of the pre- 
vious year, it not clear under the present section 678 what the con- 
sequences will be. Under the new section 664, however, the wife 
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will be taxable on the full amount of the income for the previous year 
under section 662 in combination with the throwback rules. 

3. The present wording of section 678 makes it somewhat unclear 
what portion of the trust is owned by the person other than the 
grantor if the power in such person is only to withdraw ordinary 
income. The language of the section may be interpreted to mean 
that such a power will cause the holder of it to be taxable not only on 
the ordinary income but also on the capital gains. Such result is 
unsound in view of the fact that an income beneficiary under a trust 
to whom the income is required to be distributed is not taxable on the 
capital gains realized by the trust. The new section 664 causes the 
person who has a power to withdraw income to be taxed in the same 
way as the person to whom income is required to be distributed. 

4. Under the present section 678, there is some doubt as to the 
result when a person other than the grantor has a power to withdraw 
a limited amount of the corpus and the question is whether such person 
is taxable on any portion of the capital gains which may be realized 
in any year. The regulations take the position that the holder of the 
power will be taxable on a portion of the capital gains and such portion 
is determined by multiplying the net capital gains for the year by a 
fraction the numerator of which is the limited amount of corpus which 
is subject to withdrawal and the denominator of which is the value 
of the corpus at the beginning of the year. This introduces a com- 
plexity in a common type of family arrangement, that is, one where 
the income beneficiary is given a right to withdraw $5,000 or 5 percent 
of the corpus, w hichever is greater, which limited power of with- 
drawal can be given without significant adverse estate and gift tax 
consequences. In the situation described it seems desirable in the 
interest of simplicity that the holder of the power should not be taxed 
on capital gains in any year in which the power of withdrawal can be 
satisfied without actually invading the capital gains realized during 
the year. The new section 664 will cause the capital gains to be 
taxed to the trust unless they are includible in distributable net 
income under the provisions of section 643. 

The holder of a power may be taxed less under the new section 664 
than under section 678. Suppose that A establishes a trust under 
which the trustee is given discretion to pay income to B or to accumu- 
late it and under which W is given the power to withdraw corpus 
annually up to the amount of $5,000. The trustee exercises his dis- 
cretion and pays the income to B. W will pay no tax under section 
664, whether she makes a withdrawal or not. Under section 678, 
how ever, W is taxable on the portion of the ordinary income attrib- 
utable to the $5,000 of corpus she can withdraw. 

It should be noted that if a person other than the grantor has a 
right to make withdrawals of corpus, which withdrawals, however, 
must be made within three taxable years, such person is entitled to 
the benefits of section 663 (2) (1) and, consequently, no income tax 
will be payable by such person as a result of the operation of section 
664, except with respect to the income attributable to the corpus 
subject to the power of withdrawal. Ifa person other than the grantor 
has a power to make limited withdrawals annually and the power is 
cumulative so that if a withdrawal is not made in one year it may be 
made in the next year in addition to the withdrawal which normally 
could be made in the next vear, section 663 (a) (3) prevents such 
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person from being subjected to double taxation on the amount subject 
to withdrawal. 


Section 678 of present law contains the following provision: 


Subsection (a) shall not apply with respect to a power over income, as originally 
granted or thereafter modified, if the grantor of the trust is otherwise treated as 
the owner under sections 671 to 677, inclusive. 


This provision is not necessary in section 664 because section 671 
makes it clear that taxation under subpart E takes precedence over 
taxation under subparts A—D. 


Section 664 should apply to existing trusts as well as to future 
trust but only as to taxable years ending after its enactment. 


Subpart D—Treatment of Excess Distributions by Trusts 
SEC. 665. DEFINITIONS APPLICABLE TO SUBPART D. 


(a) Unptstrinutep Net INcome.—For purposes of this subpart, the term 
‘undistributed net income” for any taxable year means the amount by which 
distributable net income of the trust for such taxable year exceeds the sum of— 

(1) the amounts for such taxable year specified in paragraphs (1), #md (2), 
(3) and (4) of section 661 (a); and 

(2) the amount of taxes imposed on the trust. 

(b) AccumMuLATION DisrrRiBuTION.—For purposes of this subpart, the term 
“accumulation distribution’’ for any taxable year of the trust means the amount 
(if in excess of $2,000) by which the amounts specified in paragraphs (2), (3) and 
(4) of section 661 (a) for such taxable year exceed income or distributable net 
income, whichever is greater, reduced by the amounts specified in paragraph (1) of 
section 661 (a). For purposes of this subsection, the amounts specified in para- 
graphs (2), (3) and (4) of section 661 (a) shall be determined without regard to 
section 666 and shall not include— 

(1) amounts paid, credited, or required to be distributed to a beneficiary 
as income accumulated before the birth of such beneficiary or before such 
beneficiary attains the age of 21; 

(2) amounts properly paid or credited to a beneficiary to meet the emer- 
gency needs of such beneficiary; 

(3) amounts properly paid or credited to a beneficiary upon such bene- 
ficiary’s attaining a specified age or ages if— 

(A) the total number of such distributions cannot exceed 4 with 
respect to such beneficiary, 

(B) the period between each such distribution to such beneficiary is 4 
years or more, and 

(C) as of January 1, 1954, such distributions are required by the 
specific terms of the governing instrument; aad 

(4) amounts properly paid or credited to a beneficiary as a final distribu- 
tion of the trust # sek final distribution is made more than 9 years after the 
date of the last transfer te steh trust except to the extent that such distribution 
represents property transferred to the trust not more than 9 years prior to such 
distribution and income from such property; 

(5) amounts required to be paid or credited to a beneficiary, upon the death 
of another beneficiary of the trust from whom income was withheld, to the extent 
that such amounts could have been paid to such deceased beneficiary during the 
period he actually lived; 

(6) amounts properly paid or credited to a beneficiary as a final distribution 
of a trust by reason of the beneficiary reaching an age specified in the governing 
instrument, tf such trust was created by will or, immediately before the grantor’ s 
death, was revocable by him acting alone, but only if no amount has been paid or 
credited to such beneficiary in a prior taxable year ending after the death of the 
testator or grantor as a final distribution from another such trust; or 

(7) amounts required to be paid, credited, or distributed to another trust, but 
so much of the undistributed net income of the distributing trust for the current 
and preceding taxable years as corresponds to the portion of the trust property 
required to be distributed to the receiving trust, and so much of the taxes imposed 
on the trust for such years as are attributable to such portion of the undistributed 
net income, shall be deemed undistributed net income of, and taxes imposed on, 
the receiving trust for each of five preceding taxable years (whether or not the 
receiving trust was in existence during such 5 year period) and the indistributed 
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net income of, and the taxes imposed on, the distributing trust shall be correspond- 
ingly reduced. 

(ce) Taxes ImposED ON THE TrRust.—[No change.] 

(d) PrecepInc TaxaBLE YEAR.—([No change.] 

SEC. 666. ACCUMULATION DISTRIBUTION ALLOCATED TO 5 PRECEDING YEARS. 

The words “paragraph (2)” in section 666 (a) (the words appear 
once) and in section 666 (b) (the words appear twice) and in section 
666 (c) (the words appear twice) are deleted and there is inserted in 
each of such places the words ‘“‘paragraph (4)”’ 

The above changes in section 666 are made necessary due to the 
change in the wording of section 661 (a). 

SEC. 667. DENIAL OF REFUND TO TRUSTS. 

No change. 


SEC. 668. TREATMENT OF AMOUNTS DEEMED DISTRIBUTED IN PRECEDING YEARS. 

(a) Amounts TREATED AS RECEIVED IN Prion TAXABLE YEARS.—The total 
of the amounts which are treated under section 666 as having been distributed 
by the trust in a preceding taxable year shall be included in the income of a 
beneficiary or beneficiaries of the trust when paid, credited, or required to be 
distributed to the extent that such total would have been included in the income 
of such beneficiary or beneficiaries under section 662 (a) (2) and (b) if such total 
had been paid to such beneficiary or beneficiaries on the last day of such preceding 
taxable year. Phe portion of seh tetel inehided under the preceeding sentence in 
the income of any benefieiney shell be based pen the same ratio as determined 
vHder the seesHed sertence ef seetion G62 tH4+ +24 for the tHaeble yee Ht Pespeet 
ef ahtieh Hie dteedtttittttien disteibttivn ts deterHrttedd extopt that preper adpist- 
ment of steh ratio shal be made; in aeeordenee with reetilations preseribed 
by the Seeretary or his delegate; for amounts whieh fal within paragraphs (4 
through (44 of seetion 665 tb}: The portion of such total required to be included 
under the preceding sentence in the income of any beneficiary shall be an amount 
which bears the same ratio to such total as the aggregate amounts paid, credited, or 
required to be distributed to the beneficiary for the taxable year and described in para- 
graphs (2), (3), and (4) of section 661 (a) and reduced by the amount of distributable 
net income for such taxable year allocated under section 662 (a) to such beneficiary 
bear to all such amounts paid, credited, or required to be distributed to all such bene- 
ficiaries for such taxable year (reduced by the amount of distributable net income for 
such taxable year), except that proper adjustment of such ratio shall be made in 
accordance with regulations prescribed by the Secretary or his delegate for amounts 
which fall within paragraphs (1) through (4) of section 665 (b). The tax of the 
beneficiaries attributable to the amounts treated as having been received on the 
last day of such preceding taxable year of the trust shall not be greater than the 
aggregate of the taxes attributable to those amounts had the y been included in 
the gross income of the beneficiaries on such day in accordance with section 662 
(a) (2) and (b). 

(b) Crepit ror Taxes Pain ry Trust.—No change. 


COMMENT 
General 


The advisory group has agreed upon and recommends the above 
changes in the so-called throwback rules. It believes that these 
amendments will improve the statute without diminishing its effec- 
tiveness in accomplishing its purpose. 

The stated purpose of Congress in enacting the throwback rules of 
the 1954 Code was to close a loophole in prior ‘law under which income 
of a trust could be accumulated, and the tax burden shifted from the 
beneficiary to the trust, which the 65-day and 12-month rules of prior 
law did not completely prevent (H. Rept. 1337, 83d Cong., 2d sess., 

62). 

The general effect of the throwback rules under sections 665-668 of 
the 1954 Code is to treat current distributions by a trust in excéss of 
distributable net income as if “‘thrown back”’ to each of the 5 preceding 
years in inverse order so as to be taxable to the beneficiaries to the 
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extent distributable net income for such years had not been in fact 
distributed. It was recognized from the outset that these rules would 
involve complications and administrative difficulties. Some of these 
problems were avoided by the exceptions to the throwback rules 
provided in section 665 (b). The amendments proposed by the 
advisory group in sections 665 (b) (5), (6), and (7) expand the excep- 
tions to the throwback rules in certain instances. The amendment 
to section 665 (b) (4) is a change in language to accomplish what we 
believe was originally intended. ‘The amendment in the first sentence 
of section 665 (b) is designed to eliminate what probably is an unin- 
tended result under present law. 

Before reaching agreement upon the above recommendations, the 
advisory group considered two major questions: (1) whether the 
throwback provisions should be repealed entirely, and (2) if not 
repealed, whether other exceptions in addition to those proposed 
above should be placed on the operation of the rules in order to ease 
the administrative problems without enlarging the area of possible 
avoidance. 

Some of the members of the group feel that the throwback provi- 
sions should be repealed. A majority of the group, while deploring 
the complexities of these provisions, is not prepared to recommend 
repeal at this time, and believe that an effort should be made to im- 
prove the existing provisions. All members of the group favor the 
recommendations herein made if the throwback provisions remain in 
the law, but some members believe that broader exceptions to the 
throwback rules should be incorporated in the statute. The views of 
certain individual members are appended to this report. 

The tax result under present law is not clear when income of a trust 
is withheld from beneficiaries pending a disposition of a dispute as to 
whether the income beneficiaries are entitled to such income. The 
dispute may be in regard to whether the interest of the income bene- 
ficiaries violates the rule against perpetuities, or if someone is clearly 
entitled to the income, as to the persons so entitled. For example, 
the dispute may be in regard to whether a gift of income to “children” 
includes an adopted child. The confusion is illustrated by the differ- 
ing reenies reached in: I. T. 1733, I]-2 C. B. 169; G. C. M. 20965, 
1939-1 C. B. 194; Balzereit v. Commissioner, 46 B. T. A. 959, acq. 
1942-2 © B. 2, and prior decision 38 B. T. A. 345, aff’d 107 F. 2d 
1008; Appell, 10 B. T. A. 1225 (1928); Higginson v. U. S., 238 F. 2d 
439 (1st Cir. 1956); Freuler v. Helvering, 291 U.S. 35 (1934); Harrison 
v. Commissioner, 7 T. C. 1 (1946); and DeBrabant v. Commissioner, 
90 F. 2d 433 (2d Cir. 1937). An accumulation in such cases is not 
for tax avoidance purposes and hence presents a situation which is 
different from the accumulation with which the throwback rules are 
designed to deal. After full consideration, the advisory group decided 
that since the problem was not exclusively a throwback prc biem a 
solution within the framework of the throwback provisions should 
not be attempted. This problem, however, merits further study and 
the development of some satisfactory statutory solution. 


Conforming changes 


The changes recommended in section 665 (a) (1) and in section 
665 (b) in regard to the paragraphs referred to in section 661 (a) are 
necessary to conform this section with the advisory group’s recom- 
mendations relating to the tier system contained in section 661 (a). 
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Section (6656) 


The distributable net income of a trust may be less than the income 
of the trust as defined in section 643 (b). This result obtains if there 
are corpus deductions which reduce the distributable net income but 
not the income for State accounting purposes. Thus, if distributable 
net income is $10,000, the income for State accounting purposes is 
$15,000 and the trustee who has discretion to pay out income or 
accumulate the same pays out $15,000, he will have made an accumu- 
lation distribution of $5,000 under present law unless one of the 
exceptions is applicable. The change in the first sentence of section 
665 (b) eliminates the $5,000 from the category of an accumulation 
distribution. 

Section 665 (b) (4) 

Under present law, a “final distribution” of a trust is not treated as 
an ‘‘accumulation distribution”’ if “such final distribution is made more 
than 9 years after the date of the last transfer’ to the trust. The pur- 
pose of this provision was to avoid applic ation of the throwback pro- 
visions to final distributions but to “prevent the setting up of trusts 
for the purpose of accumulating income and making final distributions 
within reasonably short periods” so as to avoid the application of the 
throwback rules (S. Rept. No. 1635, 83d Cong., 2d sess., p. 358). 

Interpreted literally, final distribution in 1958 of ace vumulated in- 
come from $100,000 of cor pus originally transferred to a trust 25 years 
ago, would require application of subpart D if $100 had been added 
to the trust in 1956. Thus, a small gift from the grantor or any other 
person (where permitted by State law) might cause the throwback 
rules to become applicable. 

It is recommended that the so-called 9-year rule be amended so 
that subpart D will be applicable only to the extent that the final 
distribution represents property transferred to the trust not more than 
9 years prior to such distribution and income from such property. 
Example under section 665 (b) (4) 

Under the terms of a trust created July 1, 1950, by H for the benefit 
of his wife, W, with an original corpus of $100,000, the income is to 
be accumulated and added to corpus. Upon the expiration of a 10- 
year period, the trust is to terminate and its assets, including accumu- 
lated income, are to be distributed to W. 

In 1954, when the value of the trust assets, including accumulated 
income reinvested by the trustee, was $110,000, H added $1,000 cash 
to the trust to enable the trustee to exercise rights to subscribe to 
shares. 

In 1956, when the value of all assets of the trust was $120,000, W 
added $20,000 to the trust as was permitted under governing State law. 

The trust terminated on June 30, 1960, and on August 1, the 
trustee made final distribution of assets of the trust consisting of 
the following: 

Pd 2. Lata ota lk bln kip theta abe hoe ... $121, 000 
2. Accumulated income for period July 1, 1950, to Dee. 31, 19! 59 __- 33, 000 
3. Income during period trust was in existence in 1960 Fea 0 1, 000 

(Bhe wccumulated income of $33,000 must be allocated between the 
property in.the trust for more than 9 years, which would not be subject 
to:swbpart dD; and that in the trust for less than that period, which 
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would be subject to subpart D. This is done by determining the 
amount added to accumulated income each year to reach the total 
income accumulated between July 1, 1950, and December 31, 1959, 
by identifying the portion representing income attributable to the 
new additions, or, if that is not possible, by using fractions obtained 
by reference to the value of the trust property at the time the addi- 
tions are made. Thus, in the example given, assuming identification 
is not possible, the addition by H of $1,000 to the trust in 1954 
requires treating '°°%11000 of the trust income for the period between 
the date the addition was made in 1954 and December 31, 1959, as 
income subject to subpart D. 

Similarly, the addition by W of $20,000 to the trust in 1956 requires 
treating 2°°%so000 of the trust income for the period between the 
date of the addition and December 31, 1959, as income subject to 
subpart D. 

The balance of the income for the period July 1, 1950, to December 
31, 1959, would not be subject to subpart D in view of the amendment 
to section 665 (b) (4) proposed by the advisory group. 

In the above example, $1,000 of income of the trust during the 
period it was in existence in 1960 would not be subject to subpart D 
since that amount would be deductible by the trust and includible in 
W’s gross income for that year to the extent provided in sections 661 
and 662. 

Section 665 (b) (8) 

Under present law, there is no exception under section 665 (b) for 
the distribution of accumulated income which is required to be made 
on the death of the income beneficiary. 

The regulations give two examples relating to distributions of accu- 
mulated income upon the death of a life tenant: 

(g) Income may be distributed to A or accumulated and added to corpus during 
A’s life. Upon the death of A the corpus is to be distributed to B. B is 23 at 


A’s death. The distribution is an accumulation distribution to the extent of 
income accumulated since B reached 21. [Sec. 665 (b)-2 (b) (1) (iii)] 


and 


(c) Income is to be accumulated and added to corpus until A reaches 21, when 
he is to receive one-third of the corpus (including accumulations). Thereafter 
all the income is to be paid to A until he is 23 when the remaining corpus (including 
accumulations) is to be paid to him. If A dies under that age any undistributed 
portion is to be paid to B. Distributions to A at 21 and 23 out of accumulations 
are not accumulation distributions even though they include accumulated income. 
However, if A died at the age of 22, when B was 23, a distribution to B would be 
an accumulation distribution to the extent of income accumulations since B 
reached 21, and the amount of undistributed net income includible in the distri- 
bution will not be reduced by the previous distribution to A. [Sec. 1.665 (b)- 
2 (b) (1) (iii)] 

The result in the first of the quoted examples is changed by the 
proposed addition of section 665 (b) (5). This change is thought 
desirable, as the time of death is not planned or predictable. It is not 
believed that the loophole-closing purpose of the throwback provisions 
will be affected by a provision that an accumulation distribution does 
not include amounts required to be distributed to a beneficiary upon 
the death of another beneficiary from whom income was withheld, to 
the extent that such amounts could have been paid to such other 
beneficiary. The result in the second of the quoted examples is not 


33479—58 4 
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changed by the proposed section 665 (b) (5) because the accumulated 
income could not have been paid to A “during the period he actually 
lived.” 

Examples of the operation of proposed section 665 (b) (5) are as 
follows: 

Example 1.—H created a trust on July 1, 1950. In the trustee’s 
discretion the income could be either accumulated or paid to the 
donor’s wife, W, for her life. On the death of W, one-half of the 
accumulated income was to be divided equally among the donor’s 
children A, B, and C (all of whom had reached 21 before July 1, 1950), 
and the trust was to continue for their benefit. W dies in 1958 at a 
time when the trust has been in existence for less than 9 years. 

Under present law the distributions of accumulated income would 
be subject to subpart D. Section 665 (b) (1) would not be applicable 
since none of the income was accumulated before the birth of A, B, 
and C or before they reached 21. Nor would the exceptions in sec- 
tion 665 (b) (2), (3), ane (4) apply. Even if W had lived until July 1, 
1959, section 665 (b) (4) would not apply unless the distributions to 
A, B. and C ad “final” distributions. 

Under the advisory group’s proposal, the distributions to A, B, and 
C would not be subject to subpart D. 

Example 2—Assume the same facts as in example 1 except that as 
to one-fourth of the income, the trustee may pay it to W or to A, B, 
and C during the life of W and on the death of W the trustee is to 
distribute one-half of the trust corpus and accumulated income to 
A, B, and C. 

If W dies in 1958, less than 9 years after the trust was created the 
distributions to A, B, and C are subject to subpart D under existing 
law even though they are final distributions with respect to A, B, 
and C. If W had lived for more than 9 vears after the trust was 
created, the distributions would not be subject to subpart D under 
existing law. Under the advisory group’s proposal, the distributions 
to A, B, and C would not be subject to subpart D. 

Example 3.—Assume that H created a trust on July 1, 1958, providing 
that all the income of the trust, in the discretion of the trustee, could 
be distributed currently to H’s aged grandmother, G, or could be 
accumulated during her lifetime for distribution to A, B, and C, H’s 
children, on G’s death. 

Without regard to the period G lives, the distributions to A, B, 
and C under the advisory group proposal would not be subject to 
subpart D, since all of such income could have been paid to G during 
her lifetime. 

If in the example given, only a fixed amount or fraction of the 
income of the trust could have been paid currently to G during her 
lifetime, then only that portion of the accumulated income distributed 
to A, B, and C would be exempt from the application of subpart D 
under the above proposal. 

The advisory group recognizes that this proposal may encourage 
attempts at avoidance of the application of subpart D, and that some 
avoidance may be possible where trusts are created for the lives of 
wealthy, aged invalids, giving the trustees discretion whether to dis- 
tribute the income to such persons or accumulate it and requiring 
distribution of the corpus and any accumulated income at the death of 
such life beneficiaries. Even in such cases, however, under existing 
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law, the throwback provisions would not apply if the distribution is a 
final distribution under section 665 (b) (4) and the life beneficiary 
should live more than 9 years after the date of the last transfer to the 
trust. While certain tax-conscious donors may try to guess the 
probable dates of death of aged life beneficiaries, we do not believe 
the statute need assume that donors will be able to accomplish avoid- 
ance to any substantial extent by relying on such guesses. The possi- 
bilities for successfully planning a shifting of tax from a beneficiary 
to the trust in this area seem negligible. 

It is not believed that adoption of the above proposal will require 
tracing the source of income distributed upon the death of a life bene- 
ficiary. Assume that the income of a trust created in 1953 amounts 
to $40,000 each year and the trustee is given discretion to accumulate 
all such income or pay out up to one-fourth (or $10,000 per year) to 
W, the life beneficiary. If in fact the trustee pays out $5,000 a year 
to W until her death in 1958 and makes a distribution of $25,000 of 
accumulated income to the donor’s children A, B, and C in 1958, all of 
such distribution would be outside the rules of subpart D. If the 
accumulated income distributed to A, B, and C in 1958 amounted to 
more than $25,000, only the first $25,000 of distributions would be 
deemed to be outside the rules of subpart D by reason of the proposed 
section 665 (b) (5). If the trustee had discretion to distribute income 
or corpus to W and distributed nothing to her, no problem would 
arise and the entire amount of accumulated income distributed to 
A, B, and C would be outside the rules of subpart D. If the trustee, 
having discretion to distribute income or corpus, distributed $5,000 
to W each year, which is designated as corpus, the amounts distributed 
each year nevertheless are treated as income distributions to the 
extent required by sections 661 and 662, and the distributions to 
A, B, and C in 1958 would be outside subpart D only to the extent of 
the difference between amounts of income deemed to have been dis- 
tributed to W in prior years and amounts of income which could have 
been distributed to her in such years, 

Section 665 (b) (6) 

Section 665 (b) (3) of existing law excludes from the operation of 
subpart D distributions in certain limited cases where a beneficiary 
attains a specified age and section 665 (b) (4) excludes certain final 
distributions. 

These paragraphs may not be applicable to certain final distribu- 
tions of trusts upon a beneficiary’s attaining a specific age where the 
trust was created by the will of a person who died after January 1, 
1954, and where a revocable trust was created during a decedent’s 
lifetime and became irrevocable upon the decedent’s death after 
January 1, 1954. 

The advisory group recommends enactment of section 665 (b) (6) 
to avoid application of subpart D to other limited types of ¢ nese Ww Which 
in many ways are similar to those excluded under present law. 

The following examples and variations indicate the unevenness of 
the operation of existing law and illustrate the operation of proposed 
section 665 (b) (6): 

Examples under section 665 (6) (6) 


A will establishes a trust for the testator’s son, of which the income 
is to be accumulated and the corpus and accumulated income are to 
be paid to the son when he reaches age 40. 
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The testator dies on January 1, 1960, when the son is 30. The 
distribution in 1970 is not within section 665 (b) (3) because the trust 
was not in existence on January 1, 1954. The distribution in 1970 is 
placed outside the throwback rules by section 665 (b) (4), however, 
because the final distribution is made more than 9 years after the 
last transfer to the trust. 

If the decedent died when the son was 35, however, the distribution 
would not be outside the throwback rules. Thus, the happenstance 
of the testator’s date of death, not a tax-planned event, determines 
whether the distribution comes within the throwback rules. 

The same results follow in the event the testator during his lifetime 
has created a revocable trust for the benefit of his son, the income 
to be accumulated until the son reaches 40, when corpus and accumu- 
lated income are to be distributed to him. Upon the death of the 
testator the trust becomes irrevocable so that any income thereafter 
accumulated becomes subject to the throwback rules unless an excep- 
tion applies. The happenstance of the date of the testator’s death 
determines whether the throwback rules apply. 

Similarly the testator may cause a revocable inter vivos trust to 
be augmented by a pour over from his will. Again the date of death 
of the decedent, an unpredictable event, determines whether the 
throwback rules will apply to the distribution upon the son’s reaching 
age 40 as to both the property placed in the trust during the grantor’s 
lifetime and that added by his will. 

The advisory group believes that tax-avoidance motivation is not 
usually present in such cases and final distribution should not be within 
the throwback rules under the limited circumstances referred to in the 
proposed amendment. 

In order to prevent taxpayers from getting undue benefit from this 
provision by setting up a number of trusts, each with a termination 
date falling 1 year after the termination of the preceding trust, the 
advisory group has limited the application of the amendment to cases 
in which there has been no payment after decedent’s death on the 
termination of another trust in a prior taxable vear of the beneficiary. 

For example, if a testator, who died in 1955, created one or more 
trusts by will or one or more revocable inter vivos trusts, or both, 
and all of such trusts terminate when the son reaches 40, all distri- 
butions upon termination of these trusts in 1959 would be excluded 
from the throwback rule under the amendment. If, however, the 
testator’s son received a distribution in 1958 upon termination of 
another trust the assets of which were to be distributed at 39, while 
the distributions from such other trust would not be subject to the 
throwback rules, the distributions in 1959 would be subject to the 
throwback rules. 


Section 665 (b) (7) and 663 (e) 

If a separate trust is established by a person for the benefit of each 
living child of his, he undoubtedly will want a similar separate trust 
to come into existence for each child of his who may be born later. 
He can, of course, establish such a trust for each afterborn child, if 
he has adequate funds to do so when the time comes. The safest 
procedure for him to follow is to provide for the automatic establish- 
ment of such additional separate trusts as each new child is born and 
to require the separate trusts already in existence to contribute the 
trust fund for each new trust. 





ESTATES, TRUSTS, BENEFICIARIES, AND DECEDENTS 47 


Example under 665 (b) (7) and 663 (e) 


A transfers property to T to hold in trust for the benefit of his 
children now born and his children who may hereafter be born. The 
trustee is directed to divide the trust property into as many equal 
shares as there are children of A living on the date the trust instrument 
is executed and is further directed to hold each share so determined in 
a separate trust for each child. A separate trust is also to be estab- 
lished for each child of A who is subsequently born and the trust fund 
of each new trust is to be made up by contributions from existing 
trusts so that the new trust will initially have a fund equal in value 
to the value of the existing trusts divided by the number of existing 
trusts plus one. The existing trusts will, therefore, each contribute to 
a new trust in the proportion that the value of an existing trust bears 
to the aggregate value of all the existing trusts. The trustee is au- 
thorized to pay the income of each separate trust to the child for whose 
benefit it is established or may accumulate the same and is further 
authorized to pay to such child corpus and accumulated income. 

At the time the trust is established, A has four children. He places 
$100,000 in the trust so that a separate trust of $25,000 is established 
initially for each child. In the first taxable year, the undistributed 
net income of each separate trust is $1,000 and the tax imposed on 
each trust is $200. 

Six months after the start of the second taxable year of each trust, 
A has another child. On the date of such child’s birth, the value of 
the property in each existing trust is $30,000. Each existing trust will 
contribute $6,000 to the new trust so that the new trust and each 
existing trust will contain $24,000. If $500 is the distributable net 
income of each existing trust for the period up to the carving out of 
the new trust, each existing trust will be entitled to a deduction of 
$100 under section 661 for the distribution to the new trust ($6,000 
over $30,000 times $500) and the new trust will be taxable on $400 
as a result of the distributions to it from the 4 existing trusts. 

The $1,000 of undistributed net income of each existing trust will 
be reduced by $200 ($6,000 over $30,000 times $1,000) and the new 
trust will have undistributed net income for the purposes of the throw- 
back rule of $800. The taxes imposed on each existing trust for the 
purposes of the throwback rule will be reduced from $200 to $160 and 
there will be attributed to the new trust for the purposes of the throw- 
back rule the sum of $160 as taxes imposed on that trust. 


Section 668. 


The change in section 668 is illustrated by the following example: 


EXAMPLE 
Distributable net income for 1957... .....-2-.-..._..-..._-- _ $10, 000 
Distributions: 
To A, discretionary income payment_______.___________-- _... 1¥§,000 
To B, discretionary income or corpus payment ees) _... §,000 
To C, discretionary payment out of corpus or accum. income. -_--- 2, 500 
Re “S (of application of section 661 and 662): 
A received $15,000 and is taxed on (as current distribution) _- _. 10,000 
B received $5 600 and is taxed on (as current distribution) ___ _- + 0 
C received $2,500 and is taxed on (as current distribution). _____- 0 
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Assuming the above represents an accumulation distribution of 
$6,000 for 1956 and disregarding the taxes paid by the trust on the 
$6,000 (which would also be deemed distributed on the last day of 
1956), the proposed second sentence of section 668 (a) would apply 
as follows: 

With respect to A: 

The portion of such total ($6,000) required to be included under 
the preceding sentence in the income of any beneficiary shall be an 
amount (X) which bears the same ratio to such total ($6,000) as the 
aggregate amounts paid, credited, or required to be distributed to the 
beneficiary and described in paragraphs (2), (3), and (4) of section 
661 (a) and reduced by the amount of distributable net income for 
such taxable year allocated under’section 662 (a) to such beneficiary 
($15,000—10,000=5,000) bear to all such amounts paid, credited, or 
required to be distributed to all such beneficiaries for such taxable 
year (reduced by the amount of DNI for such taxable year, $22,500— 
10,000=12,500), except that proper adjustment shall be made in 
accordance with regulations prescribed by the Secretary or his dele- 


gate for amounts which fall within paragraphs (1) through (4) of 
section 655 (b). 


X 5,000 
; - = . equals $2 
Be detain --6,000 12,500 or X equals $2,400 
X 5,000 
se > 9 
i teehee ae 6,000 ~ 12,500 or X equals $2,400 
Sei de aoe DX i, or X equals $1,200 


6,000 12,500 


Total accumulation distribution___._. $6,000 


Subpart E—Grantors [and Others] Treated as Substantial Owners 


SEC. 671. TRUST INCOME, DEDUCTIONS, AND CREDITS ATTRIBUTABLE TO GRANTORS 
[LAND OTHERS] AS SUBSTANTIAL OWNERS. 


Where it is specified in this subpart that the grantor er anether persen shall be 
treated as the owner of any portion of a trust, there shall then be included in 
computing the taxable income and credits of the grantor er the ether person those 
items of income, deductions, and credits against tax of the trust which are at- 
tributable to that portion of the trust to the extent that such items would be 
taken into account under this chapter in computing taxable income or credits 
against the tax of an individual the grantor. Any remaining portion of the trust 
shall be subject to subparts A through D. No items of a trust shall be included 
in computing the taxable income and credits of the grantor er amy ether person 
solely on the grounds of his dominion and control over the trust under section 
61 (relating to definition of gross income) or any other provision of this title, 
except as specified in this subpart. 


COMMENT 


The deletions in section 671 of the references to persons other than 
the grantor are necessary because of the elimination from subpart E 
of section 678. In other words, subpart E now applies only to the 
situations where the grantor of a trust is treated as a substantial owner 
of the trust property. 

If a corporation is the grantor of a trust and is beni as the owner 
of any portion of the trust, section 671, in its unamended form provides 
that its taxable income and credits against the tax are to be determined 
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as though ‘‘computing taxable income or credits against the tax of an 
individual.’’ In such case, the law should require the same procedure 
applicable in computing the taxable income or credits against the tax 
of a corporation. The regulations interpret section 671 to require 
such method of computation when a corporation is involved (sec. 
1.671—2 (c)). The proposed amendment to section 671 which strikes 
the words ‘“‘an individual’ and inserts in their place the words ‘‘the 
grantor” is designed to eliminate any possible doubt about the matter. 

It is recommended that the deletion of the words “an individual’’ 
and the insertion of the words “the grantor’ be effective as of the 
date section 671 originally became effective. The other deletions in 
section 671 should be operative with respect to existing as well as 
future trusts but only as to taxable years ending after the enactment 
of the amended section 671. 


SEC. 672. DEFINITIONS AND RULES. 

(a) ApvERSE Party.—No change. 

(b) NoNADVERSE Party.—No change. 

(c) RELATED OR SUBORDINATE PArty.—No change. 

(d) Rute WHERE Power Is Sussect to CONDITION PRECEDENT.—No change. 
SEC. 673. REVERSIONARY INTERESTS. 

(a) GENERAL RuLE.—No change. 

(b) Excertion Wuere Income Is PayaBLE TO CHARITABLE BENEFI- 
CIARIES.—No change. 

(ce) REVERSIONARY INTEREST TAKING Errect at DeatH or INCOME BENB- 
FICIARY.—No change. 

(d) PostPpONEMENT OF Date SpEcIFIED FoR REACQUISITION.—No change. 
SEC. 674. POWER TO CONTROL BENEFICIAL ENJOYMENT. 

(a) GENERAL Ru.Le.—The grantor shall be treated as the owner of any por- 
tion of a trust in respect of which the beneficial enjoyment of the corpus or the 
income therefrom is subject to a power of disposition, exercisable by the grantor 
or a nonadverse party, or both, without the approval or consent of any adverse 
party. 

(b) Excertions ror CERTAIN PoweErRs.—Subsection (a) shall not apply to 
the following powers regardless of by whom held: 

(1) PowER TO APPLY INCOME TO SUPPORT OF A DEPENDENT.—A power 
described in section 677 (b) to the extent that the grantor would not be sub- 
ject to tax under that section. 

(2) PowER AFFECTING BENEFICIAL ENJOYMENT ONLY AFTER EXPIRATION 
OF 10-YEAR PERIOD.—A power, the exercise of which can only affect the 
beneficial enjoyment of the income for a period commencing after the expira- 
tion of a period such that a grantor would not be treated as the owner under 
section 673 if the power were a reversionary interest; but the grantor may be 
treated as the owner after the expiration of the period unless the power is 
relinquished. 

(3) PowBR EXERCISABLE @N&¥ BY WILL OR BY DEED.—A power exercis- 
able ents by will and a power exercisable by deed where an exercise of the power 
would be effective to change beneficial rights under the trust only after the 
death of the holder of the power, other than a power in the grantor to appoint 
4b¥ wilh} the income of the trust where the income is accumulated for such 
disposition by the grantor or may be so accumulated in the discretion of the 
grantor or a nonadverse party, or both, without the approval or consent of 
any adverse party. 

(4) PowER TO ALLOCATE AMONG CHARITABLE BENEFICIARIES.—A power to 
determine the beneficial enjoyment of the corpus or the income therefrom 
if the corpus or income is irrevocably payable for a purpose specified in 
section 170 (ec) (relating to definition of charitable contributions). 

(5) PowER TO DISTRIBUTE CORPUS.—A power to distribute corpus either— 

(A) to or for a beneficiary or beneficiaries or to or for a class of ben- 
eficiaries (whether or not income beneficiaries) provided that the power 
is limited by a reasonably definite standard which is set forth in the 
trust instrument; or 
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(B) to or for any current income beneficiary, provided that the dis- 
tribution of corpus must be chargeable against the proportionate share 
of corpus held in trust for the payment of income to the beneficiary as 
if the corpuS constituted a separate trust. 

A power does not fall within the powers described in this paragraph if any 
person other than an adverse party has a power other than a power which would 
qualify as an exception under section 674 (b) (3) to add change te the ben- 
eficiary or beneficiaries or +e @ the class of beneficiaries designated to receive 
the income or corpus, except where such action is to provide for after-born 
or after-adopted children or an after-acquired spouse. 

(6). PowER TO WITHHOLD INCOME TEMPORARILY.—A power to distribute or 
apply income to or for any current income beneficiary or to accumulate the 
income for him, provided that any accumulated income must ultimately be 
payable— 

{+} te the beneficiary from whem distribution er application is with- 


(A) to the beneficiary from whom distribution ¢ or application is withheld 
or to his estate, or 
(B) to the beneficiary from whom distribution or application is withheld, 
or if he does not survive a date of distribution which could reasonably be 
expected to occur within his lifetime, to his appointees (or alternate takers 
in default of appointment) under any power of appointment, whether or 
not general (provided no appointment under a power other than a general 
power can be made to the grantor or his estate) or if he has no power of ap- 
pointment to one or more designated alternate takers (other than the grantor 
or the grantor’s estate) whose shares have been irrevocably specified in the 
trust instrument, or 
(C) to the appointees of the beneficiary from whom distribution or appli- 
cation is withheld (or persons named as alternate takers in default of ap- 
pointment) provided that such beneficiary possesses a power of appointment 
which excludes the grantor and his estate as a possible appointee and does 
not exclude from the class of possible appointees any other person other than 
the beneficiary, his estate, his creditors, or the creditors of his estate, or 
(D) on termination of the trust, or in conjunction with a distribution of 
corpus which is augmented by the accumulated income, to the current income 
beneficiaries in shares which have been irrevocably specified in the trust 
instrument, or if any beneficiary does not survive a date of distribution 
which would reasonably be expected to occur within his lifetime, to his 
appointees (or alternate takers in default of appointment) under any power 
of appointment, whether or not general (provided no appointment under a 
power other than a general power can be made to the grantor or his estate) 
or if he has no power of appointment to one or more designated alternate 
takers (other than the grantor or the grantor’s estate) whose shares have been 
irrevocably specified in the trust instrument. 
A power does not fall within the powers described in this paragraph if any 
person other than an adverse party has a power other than a power which would 
qualify as an exception under section 674 (b) (3) to add change te the beneficiary 
or beneficiaries or @ +e the class of beneficiaries designated to receive the 
income or corpus, except where such action is to provide for after-born or 
after-adopted children or an after-acquired spouse. 
(7) PowER TO WITHHOLD INCOME DURING DISABILITY OF A BENEFICIARY.— 
A power exercisable only during— 
(A) the existence of a legal disability of any current income beneficiary, 
or 
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(B) the period during which any income beneficiary shall be under the 
age of 21 years, 

to distribute or apply income to or for such beneficiary or to accumulate and 
add the income to corpus. A power does not fall within the powers described 
in this paragraph if any person other than an adverse party has a power other 
than a power which would qualify as an exception under section 674 (b) (3) to 
add change te the beneficiary or beneficiaries or +e @ the class of beneficiaries 
designated to receive the income or corpus, except where such action is to 
provide for after-born or after-adopted children or an after-acquired spouse. 
(8) PowWER TO ALLOCATE BETWEEN CORPUS AND INCOME.—A power to 
allocate receipts and disbursements as between corpus and income, even 

though expressed in broad language. 

(c) Exception ror CERTAIN PowERs OF INDEPENDENT TRrusTEES.—Subsec- 
tion (a) shall not apply to a power solely exercisable (without the approval or 
consent of any other person) by a trustee or trustees; Rene of wher is the grantor; 
sd ae tere the helf of whom are related of sitbordinste parties whe are olher 
than the grantor and which is not exercisable without the concurrence of a trustee who is 
not a related or subordinate party subservient to the wishes of the grantor— 

(1) to distribute, apportion, or accumulate income to or for a beneficiary 
or beneficiaries, or to, for, or within a class of beneficiaries; or 
(2) to pay out corpus to or for a beneficiary or beneficiaries or to or for a 
class of beneficiaries (whether or not income beneficiaries). 
A power does not fall within the powers described in this subsection if any person 
other than an adverse party has a power other than a power which would qualify as an 
exception under section 674 (b) (3) to add change te the beneficiary or beneficiaries 
or te & the class of beneficiaries designated to receive the income or corpus, except 
where such action is to provide for after-born or after-adopted children or an after- 
aequ tired spouse. 

(ad) Power To ALLocaTE INCOME IF LimITED BY A STANDARD.—Subsection (a) 
shall not apply to a power solely exercisable (without the approval or consent of 
any other person) by a trustee or trustees, Rene ef whem is other than the grantor or 
spouse living with the grantor, to distribute, apportion, or accumulate income to or 
for a beneficiary or beneficiaries, or to, for, or within a class of beneficiaries, 
whether or not the conditions of paragraph (6) or (7) of subsection (b) are satisfied, 
if such power is limited by a reasonably definite external standard which is set forth 
in the trust instrument. A power does not fall within the powers described in this 
subsection if any person other than an adverse party has a power other than a power 
which would qualify as an exception under section 674 (b) (3) to add change te the 
beneficiary or beneficiaries or +6 @ the class of beneficiaries designated to receive 
the income or corpus, except where such action is to provide for after-born or 
after-adopted children or an after-acquired spouse. 


COMMENT 
Section 674 (b) (3) 

The amendment to section 674 (b) (3) excepts a power to appoint 
by deed as well as a power to appoint by will where the power to 
appoint by deed, if exercised, will not be immediately operative to 
confer beneficial enjoyment of the trust property on anyone, but such 
enjoyment will be postponed until after the death of the donee of the 
power. Such a power, as well as the power to appoint by will, are now 
excepted by section 674 (b) (2) if the power can only affect the bene- 
ficial enjoyment of the income and the life expectancy of the donee is 
10 years or more. In view of the fact that such a power is very similar 
to a power to appoint only by will, it seems logical to treat them the 
same under section 674 (b) (3). 

Example: A transfers property to T (an independent trustee) in 
trust. The trust instrument gives T discretion to pay the income to 
any one or more of the group consisting of A’s wife W and A’s issue. 
Any income not paid to any one or more of such group in any year is 
to be added to principal. On the death of W, the trustee is to pay the 
principal and undistributed income to, or hold it for the benefit of, 
such one or more of A’s issue, in such amounts and proportions and for 
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such estates and interests and outright or upon such terms, trusts, 
conditions, and limitations, as W shall appoint by a deed delivered to 
the trustee in W’s lifetime or as W shall appoint by a will if she makes 
no appointment by deed. The trust instrument provides for the dis- 
position of the trust property in default of appointment so that there is 
no reversionary interest in A. The power given to W to appoint by 
deed or by will does not cause the income of the trust to be taxable to 
A under the proposed amendment. 

The proposed amendment to section 674 (b) (3) should be operative 
with respect to existing as well as future trusts but only as to taxable 
years ending after its enactment. 

Section 674 (b) (6) 

The exception described in section 674 (b) (5) is eliminated if the 
circumstances bring into operation the following language: 

A power does not fall within the powers described in this paragraph if any person 
has a power to add to the beneficiary or beneficiaries or to a class of beneficiaries 
designated to receive the income or corpus, except where such action is to provide 
for afterborn or afteradopted children. 

Identical language, eliminating the exception is found in sections 
674 (b) (6), 674 (b) (7), 674 (c) and 674 (d). The proposed amend- 
ments to the language quoted above are inserted wherever the language 
appears in section 674. The comments at this point are directed at 
the operation of the exception to the exception under section 674 (c) 
but are generally applicable wherever the language describing the 
exception to the exception appears. 

It must be kept in mind that the power which produces the excep- 
tion to the exception is not a power to determine who receives income 
or corpus except to the limited extent that payments of income or 
corpus may be required to be made to a designated beneficiary. 
Rather it is a power to add to the originally described beneficiary 
or beneficiaries or class of beneficiaries with respect to whom there 
is normally another power in someone to determine whether distribu- 
tions of income or corpus are to be made. 

For example, if A establishes a trust with the X corporation, an 
independent trustee, as trustee and gives the trustee discretion to 
spray income among A’s children or accumulate it, a power re- 
served to A to designate, from time to time, additional persons or 
classes of persons, other than himself, to whom the income may 
be paid does not give A the power to control the destination of the 
income. When he exercises his power he simply enlarges the originally 
designated group among whom the trustee may spray the income 
pursuant to the power given the trustee. The reservation by A of 
such a power would clearly destroy the exception which otherwise 
would be applicable under section 674 (c) to the power given to the 
trustee. The same result would be reached if the power to enlarge 
the group among whom income may be sprayed is given to the trustee 
even though the trustee is not related or subordinate. 

From the clear case outlined in the preceding paragraph, it is possible 
to move to other cases where there is some uncertainty what result is 
produced by the exception to the exception and it is the purpose of 
the proposed amendments to the language describing the exception 
to the exception to clear up this uncertainty. The following cases 
illustrate the operation of the proposed amendments: 
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1. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among A’s children or to accumulate it. The trust instrument 
gives A’s oldest living child the power to designate, from time to time, 
additional persons or classes of persons, other than A, to whom the 
income may be paid in the discretion of the trustee. Will the exist- 
ence of the power to destroy the exception which otherwise would be 
applicable under section 674 (c) to the power given the trustee? The 
answer to this question should depend on whether A’s oldest living 
child has a substantial beneficial interest in the trust which would be 
adversely affected by the exercise of his power. Section 1.674 (d)- 
2 (b) of the regulations contains this sentence: 

This limitation [i. e., the exception to the exception] does not apply to a power 
held by a beneficiary to substitute other beneficiaries to succeed to his interest 
in the trust (so that he would be an adverse party to the exercise or nonexercise 
of that power). 

The literal language of the exception to the exception, however, is 
that “if any person’’ has the power to add to the beneficiaries the 
exception to the exception applies. The statutory language is clarified 
on this point by the insertion after the words “if any person’’ of the 
words “other than an adverse party.”’ 

2. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among his son S and §’s issue or to accumulate the same. On the 
death of S, the trustee is to dispose of the undistributed income and 
corpus to or for the benefit of such person or persons other than A, 
S’s estate, S’s creditors or creditors of S’s estate as S may appoint by 
will and in default of appointment, the trustee is to continue to hold 
the undistributed income and corpus in trust for S’s issue. The 
testamentary power in S enables him to add to the beneficiaries 
original designated by A to share in the income of the trust. Will 
such power in S destroy the exception which otherwise would be 
applicable under section 674 (c) to the power given to the trustee? 
It should not because section 674 (b) (3), which makes a general 
exception as to powers to appoint by will, should be deemed to restrict 
the operation of the exception to the exception. Section 1.674 (d)— 
2 (b) of the regulations contains the following sentence on this point: 
Nor does the limitation [i. e., the exception to the exception] apply to a power 
held by any person which would qualify as an exception under section 674(b) (3) 
(relating to testamentary powers). 

The statutory language is clarified on this point by the insertion after 
the words ‘‘has a power’’ of the words “other than a power which 
would qualify as an exception under section 674 (b) (3).” 

3. A establishes a trust with the X corporation, an independent 
trustee, as trustee and gives the trustee discretion to spray income 
among his son S and S’s issue or to accumulate it. If the trust 
instrument should provide that at the end of 5 years, the group among 
whom the income may be sprayed shall be enlarged to include A’s 
daughter D and her issue, the exception to the exception does not apply 
because the class of beneficiaries among whom the income can be 
distributed is defined by the grantor A and no power exists in anyone 
to enlarge that class. In other words, if the outer limits of the class of 
beneficiaries are set by A, the fact that within such outer limits the 
class changes from time to time in accordance with a formula set by A 
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does not give any person a power to add to the beneficiaries designated 
by A to receive income or corpus. Suppose, however, the trust 
instrument provides that the trustee shall have discretion to spray 
income among such one or more of A’s issue as A’s wife W may 
designate annually or to accumulate it. W does not have the power 
to direct the payment of income to anyone, but has only the power 
to determine annually the members of the group among whom the 
income may be distributed in the trustee’s discretion. Furthermore 
A has designated the outer limits of the membership in the group. 
Does W have a power to add to the beneficiaries designated to receive 
income? She has a power to change the income beneficiaries each 
year within the outer limits set by A. By substituting the word 
“change” for the word ‘‘add”’ in the exception to the exception, the 
power in A’s wife will cause the income to be taxable to A. 

4. The exception to the exception also contains an exception to its 
operation. It permits a person to have a power to provide for after- 
born or after-adopted children. Thus if a discretionary trust is estab- 
lished by A and the independent trustee has power to spray income 
and corpus among A’s son S and S’s children living on the date the 
trust is established, A’s wife W can be given the power to add after- 
born or after-adopted children of S to the group of beneficiaries without 
invoking the exception to the exception. There does not appear to 
be any reason why a power in W to add an after-acquired spouse of 
S to the group of beneficiaries should be treated differently from a 
power to add after-born or after-adopted children. Thus, the words 
“or an after-acquired spouse” are added after the words ‘‘after-born 
or after-adopted children.” 

The amendments under consideration should be applicable to exist- 
ing as well as future trusts but only as to taxable vears ending after 
their enactment. 

Section 674 (6) (6) 

The rewording of section 674 (b) (6) is designed to make more 
understandable the exception therein described. The rewording is 
based on the language used in the regulations (sees. 1.674 (b)—1 (b) 
(6). Only one substantive change is made (other than the substan- 
tive changes made in the language of the exception to the exception 
which are referred to in the comments under section 674 (b) (5)) and 
that change is discussed belew. 

The following type of trust meets the test laid down by section 674 
(b) (6) (A) in its present unamended form: A establishes a trust with 
himself as trustee. Under the terms of the trust, the trustee has dis- 
cretion to pay the income to A’s son S or to accumulate it. The 
trustee is directed to pay the accumulated income to such person or 
persons other than S’s estate, S’s creditors or creditors of S’s estate 
as S may appoint by deed or by will and in default of appointment, 
the trustee is to pay the accumulated income to designated persons. 
Notice that if the power of appointment given to S excluded A as a 
possible appointee, the arrangement would not meet the test set forth 
in the present unamended section 674 (b) (6) (A). 

Section 677 (a) (1) causes the income of a trust to be taxed to the 
grantor is the income of the trust may be distributed to the grantor in 
the discretion of a nonadverse party. The power in the trustee to 
accumulate the income combined with the power in S to appoint in- 
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come by deed or by will to A may cause the income of the trust (which 
meets the test of the present unamended section 674 (b) (6) (A) to be 
taxed to the grantor A. Section 1.674 (b)—1 (b) (6) (i) of the regula- 
tions contains this sentence: 

Furthermore, if a trust otherwise qualifies for the exception in (a) of this sub- 
division [i. e. the exception in (a) is the one described in the above arrangement] 
the trust income will not be considered to be taxable to the grantor under section 
677 by reason of the existence of the power of appointment referred to in (a) of 
this subdivision. 

The type situation under examination is one where the power of 
appointment in S is not a general one for estate or gift tax purposes. 
If S can give the accumulated income to A at any time without adverse 
gift or estate tax consequences, a very convenient device exists to get 
the income back to the grantor is he needs it by having the trustee 
accumulate it and then by having S appoint it to A. The language 
in question which appears in section 674 (b) (6) (C) under the pro- 
posed rewording of section 674 (b) (6) has been amended to require 
that the grantor be excluded from the possible appointees. 

An addition has been made in section 674 (b) (6) (B) and section 
674 (b) (6) (D) which requires the exclusion of the grantor and his 
estate from the objects of the described power of appointment. The 
reason for the insertion of these words in those two places is the 
same as mentioned above in connection with section 674 (b) (6) (C), 
that is, so that there will be eliminated any possibility that one who 
complies with the wording of the section will inadvertently cause the 
income of the trust to be taxable to the grantor under section 677 
(a) (1). 

The rewording of section 674 (b) (6) should be applicable as of the 
date section 674 (b) (6) originally became effective except as to the 
substantive change which requires the exclusion of the grantor as a 
possible appointee. This change should be applicable as to existing 
trusts for taxable years ending more than 1 year after the enactment 
of the change so as to give ample time to the donee of the power to 
arrange to exclude the grantor as a possible appointee. The effective 
date of the changes made in the language of the exception to the excep- 
tion is considered in the comments under section 674 (b) (5). 


Section 674 (b) (7) 

The changes proposed in section 674 (b) (7) relate to the language 
describing the exception to the exception. See the comments under 
section 674 (b) (5). 

Section 674 (ce) 

The present provisions of section 674 (c) do not except powers of 
the type described when they are vested in 3 trustees if only 1 of 
them is an independent trustee even though the unanimous consent 
of the 3 trustees is essential to the exercise of the powers. The pro- 
posed amendment to section 674 (c) extends the exception to such a 
case. The preference of one family member over another as trustee 
which may be necessary to satisfy the present provisions of section 
674 (c) may create family frictions. The proposed change will 
make it unnecessary to prefer one family member over another as 
trustee. 

Under the proposed amendment the exception described in section 
674 (c) is not applicable if an exercise of the power can be made by a 
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majority of the trustees unless no more than one-half of all of the 
trustees are related or subordinate parties, so that the concurrence 
of a trustee who is not a related or subordinate party will be required 
to make up the majority. Thus if the grantor establishes a trust 
and gives the trustees the discretion to spray income or corpus among 
the described beneficiaries and designates as the trustees his wife W, 
his son S, and the X trust company, an independent trustee, the 
exception described in section 674 (c) as amended will apply if the 
consent of all of the trustees is required to the exercise of the discre- 
tion but the exception will not apply if the consent of only a majority 
of the trustees is required for an effective exercise of the discretion. 

This amendment to section 674 (c) should be operative with respect 
to existing as well as future trusts but only for taxable years ending 
after its enactment. ‘The operative date of the changes made in the 
language of the exception to the exception is considered in the com- 
ments under section 674 (b) (5). 


Section 674 (d) 

The elimination of the words “none of whom is’”’ and the insertion 
of the words ‘other than’? do not make any change in substance. 
Such elimination and insertion are made to conform the language of 
section 674 (d) to the new language in section 674 (c). 

The other changes proposed in section 674 (d) relate to the language 


describing the exception to the exception. See the comments under 
section 674 (b) (5). 


SEC. 675. ADMINISTRATIVE POWERS. 
The grantor shall be treated as the owner of any portion of a trust in respect 
of which— 

(1) PowkR TO DEAL FOR LESS THAN ADEQUATE AND FULL CONSIDERATION.— 
No change. 

(2) PowER TO BORROW WITHOUT ADEQUATE INTEREST OR SECURITY.—A 
power exercisable by the grantor or a nonadverse party, or both, enables the 
grantor to borrow the corpus or income, directly" or indirectly, without 
adequate interest or without adequate security except where a trustee (other 
than the grantor acting alone) is authorized under a general lending power to 
make loans to any person without regard to interest or security. 

(3) BorRrowING OF THE TRUST FUNDS.—No change. 

(4) GENERAL POWERS OF ADMINISTRATION.—NoO change. 


COMMENT 


Section 675 (2) in its unamended form might be interpreted to 
cause the trust income to be taxable to the grantor, if the trust 
instrument contains a general lending power*to make, loans to any 
person without regard to interest or security, in situations where the 
grantor is only one of several trustees. Section 1.675-1 (b) (2) of the 
regulations provides: 

However, this paregraph does not apply where a trustee (other than the grantor 
acting alone) is authorized under a general lending power to make lorns to any 
person without regerd to interest or security. A geners! lending power in the 
grantor, acting alone as trustee, under which he has power to determine interest 


rates and the adequacy of security is not in itself an indication that the grantor 
has power to borrow the corpus or income without adequate interest or security. 


The view in the regulations is made unequivocally clear by inserting 
in the parenthetical statement the words “acting alone’ after the 
word “‘grantor.”’ 
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This proposed amendment should be applicable to existing, as well 
as future, trusts for taxable years ending after its enactment but 
no change in existing law is intended. 


SEC. 676. POWER TO REVOKE. 
(a) GENERAL RuuEe.—No change. 


(b) Powpr. AFFECTING BENEFICIAL ENJOYMENT ONLY AFTER EXPIRATION OF 
10-YErAR PERtIov.-—No change. 


SEC. 677. INCOME FOR BENEFIT OF GRANTOR, 


(a) GeneRAL Rute.—The grantor shall be treated as the owner of any portion 
of a trust, whether or not he is treated as such owner under section 674, whose 
income without the approval or consent of any adverse party is, or, in the dis- 
cretion of the grantor or a nonadverse party, or both, may be— 

(1)distributed to the grantor; 
(2) held or accumulated for future distribution to the grantor; or 
(3) applied to the payment of premiums on policies of insurance on the 
life of the grantor— 
(A) in which the grantor possesses any incident of ownership; or 
(B) in which the grantor possesses no incident of ownership but only to 
the extent of premiums payable with respect to such policies of insurance in 
existence during the taxable year (except policies of insurance irrevocably 
payable for the purpose specified in section 170 (c) (relating to definition 
of charitable contributions)). 
This subsection shall not apply to a power the exercise of which can only affect 
the beneficial enjoyment of the income for a period commencing after the expira- 
tion of a period such that the grantor would not be treated as the owner under 
section 673 if the power were a reversionary interest; but the grantor may be 
treated as the owner after the expiration of the period unless the power is 
relinquished. 

(b) OBLIGATIONS oF SuppoRT.—Income of a trust shall not be considered tax- 
able to the grantor under subsection (a) or any other provision of this chapter 
merely because such income in the discretion of another person, the trustee, or the 
grantor acting as trustee or co-trustee, may be applied or distributed for the 
support or maintenance of a beneficiary whom the grantor is legally obligated to 
support or maintain, except to the extent that such income is so applied or dis- 
tributed. In cases where the amounts so applied or distributed are paid out of 
corpus or out of other than income for the taxable year, such amounts shall be 
considered to be an amount paid or credited within the meaning of paragraph (2} 

4) of section 661 (a) and shall be taxed to the grantor under section 662. 

(c) Existence or Discretion Aas To Income.—Discretion exists to distribute 
income to the grantor or to apply income for the support and maintenance of a bene- 
ficiary whom the grantor is legally obligated to support or maintain or to apply income 
to the payment of premiums on policies or life insurance on the life of the grantor, 
even though the terms of the trust specify that the discretion relates only to corpus, to 
the extent that the income of the trust is not required to be paid to someone else. 


COMMENT 
Section 677 (a) (3) 

The present language of section 677 (a) (3), if literally applied, may 
cause the grantor of a trust to be treated as the owner of the trust 
income in some situations where it is questionable whether the grantor 
should be so treated. The following examples present the question- 
able cases: 

1. A transfers property to T in trust. The trust instrument gives 
T the discretion to pay income to A’s son S or accumulate the same. 
T has a similar discretion as to corpus. The trust instrument contains 
no language in regard to the use of income or corpus to pay premiums 
on policies of insurance on the life of the grantor. Under the control- 
ling State law, the trustee may accept an assignment to the trust of 
policies of insurance on the life of the grantor and pay the premiums 
accruing on such policies after such assignment. Will all the income 
of the trust be taxable to the grantor, even though no policies of 
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insurance on the life of the grantor have been assigned to the trust, 
on the ground that the grantor might take out insurance on his life, 
in sufficient amount to exhaust the income of the trust in the pay- 
ments of premiums if he assigned such life insurance to the trust? 

2. The facts are the same as in example (1) except that the control- 
ling State law also permits the trustee to acquire life insurance on the 
life of the grantor and pay the premiums on the insurance so acquired 
out of the income or corpus of the trust. Will the income of the trust 
be taxable to the grantor, even though the trustee has acquired no 
insurance on his life, on the ground that the trustee might take out 
insurance in sufficient amount so that the payment of premiums 
thereon would exhaust the trust income? 

If the answer to either question proposed above is ‘“‘yes’’ under the 
present wording of section 677 (a) (3) then it may be necessary, in 
every case where an inter vivos trust is established, to insert in the 
trust instrument an express provision which negates any power in the 
trustee to acquire insurance on the life of the grantor or to pay the 
premiums on policies of insurance on the grantor’s life which may he 
assigned to the trust. 

If the trust instrument expressly authorizes the trustee to use trust 
income to pay premiums of insurance on the life of the grantor, even 
though such policies are owned by the grantor, then section 677 (a) (3) 
should operate to cause the income of the trust to be taxable to the 
grantor, without regard to the amount of the existing life insurance, 
because of the power in the grantor to acquire insurance and the power 
in the trustee to funnel income back to the grantor through the pay- 
ment of the premiums without any restriction on amount. Where, 
however, the policies of insurance are not owned by the grantor then 
the mere existence of the power to pay premiums on such life insurance 
does not enable the income to become available to the grantor himself 
and the amount of the income which is taxable to him in any one 
year because of such power ought to be limited under section 677 (a) 
(3) to the amount of the premiums payable in respect to existing life 
insurance that is so owned. 

The amendment to section 677 (a) (3) is designed to draw a distinc- 
tion between the situation where the income may be used to pay 
premiums on policies of insurance on the life of the grantor which 
are owned by the grantor and the situation where the policies are 
owned by a person other than the grantor. In the latter case the 
amount of income which may be taxable to the grantor in any one 
year is limited by the amount of the premiums which could have 

een paid in that year in the light of the actual amount of existing 
life insurance so owned. 

The words “incident of ownership” are used in the amendment to 
section 677 (a) (3) with the same meaning as in section 2042 of the 
Internal Revenue Code. , 

The proposed change in section 677 (a) (3) should apply to existing 
trusts, as well as to future trusts, for taxable years ending after its 
enactment. 


Section 677 (b) 
The deletion of the reference to paragraph (2) of section 661 (a) 
and the insertion of the reference to paragraph (4) of section 661 (a) 


is a conforming amendment necessary due to the change in the 
wording of section 661 (a). 
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Section 677 (c) 


The addition proposed to section 677 by subsection (c) is designed 
to take care of the following case: A establishes a trust and gives the 
trustee discretion to pay out the income to his son S or to accumulate 
it. A reserves the power to withdraw $5,000 of corpus each year. 
The ordinary income of the trust exceeds $5,000. A will be treated 
as the owner of $5,000 of ordinary income, whether the income is 
paid to S or not and whether A makes a withdrawal or not. If 
subsection (c) is not added, A may be deemed taxable under section 
676 only on that portion of the ordinary income attributable to 
$5,000 of corpus. 

The proposed addition to section 677 of subsection (c) should apply 
to existing trusts, as well as to future trusts, for taxable years ending 
after its enactment. 


[SEC. 678. PERSON OTHER THAN GRANTOR TREATED AS SUBSTANTIAL OWNER.} 
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ert bets tee beetetegtt te thie paatep tHeperts 

cde fet tie Wet Re Giteadott te baaeehte - theeetet ct shed pet iy) te 
with: Pespeet te h power over iHeoHe a6 originally cranted or therenfter mediied: 
to ddie errtrtet et the tHist da ethepise trettted as the oatHer ttder seetions 674 
bee bree teetbtet ee 

vee basher tee te der HH seetdede tte diet tet ppt te peer adie 
etttbtes stHelt petetit dH te eHpetity ef tHistee oF eateiestes tieteby te apply the 
Hrestie of the test te the stppert of eatitentree of & person ahem the helder of 
the perer is obhested te stppert eF Hittin exeept toe the extent that stieh 
trtiel ett ot erp oe atthe erties thitte dtteetie ef the tebe att atte teteterte 
shel be eonsidered toe be an amount paid er eredited within the meanine of 
peresraph +2} ef seetion 664 ta} and shell be taxed te the helder of the pewer 
cttrebet settee te 

wee dope ee Atti OH Dette 0 tH Lee ee tee ted tet spb 
wth respect te t peaver arich has been penoteed of disehitred within 4 rensoneble 
Hine after the drotder of the power dest beestte aiitre of its existence 


COMMENT 
Section 678 
A new section designated section 664 has been inserted to deal with 
the situations formerly dealt with under section 678. See the com- 
ment under the new section 664. 





Miscellaneous 


SEC. 681. LIMITATION ON CHARITABLE DEDUCTION 


(a) TrRapE oR Business IncomE.—In computing the deduction allowable to a 
trust under section 651 or 661 for amounts paid, credited or required to be distributed 
to a charitable beneficiary, no amount otherwise allowable under seetion 642 fe} to 
@ +pust RE emeunt otherwise aHoeweble under seetion 642 te} as a deduction shall 
be allowed as a deduction with respect to income of the taxable year which is 
allocable to its unrelated business income for such year. For purposes of the 
preceding sentence, the term “unrelated business income” means an amount equal 
to the amount which, if such trust were exempt from tax under section 501 (a) 
by reason of section 501 (c) (3), would be computed as its unrelated business 
taxable income under section 512 (relating to income derived from certain business 
activities and from certain leases). 

b) OPERATION oF TRUSTS.— 

1) LIMITATION ON CHARITABLE, ETC., DEDUCTION.—The amount otherwise 
allowable under section 642 4, 651 or 661 as a deduction for amounts paid, 
33479——58 —) 
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credited or required to be distributed to charitable beneficiaries shall not 
exceed 20 percent of the taxable income of the trust (eemputed witheut the 
benefit of seetion 642 te} but with the benefit ef or 30 percent in the case of a 
beneficiary described in section 170 (b) (1) (A)) if the trust has engaged in a 
prohibited transaction, as defined in paragraph (2). 

(2) PROHIBITED TRANSACTIONS.—For purposes of this subsection, the term 
“‘prohibited transaction”? means any transaction after July 1, 1950, in which 
any trust while holding income or corpus which has been permanently set 
aside or is to be used exclusively for charitable or other purposes described in 
section 462 fe} 170 (c) (1) (B)— 

No change in balance of subsection (2). 

(3) TAXABLE YEARS AFFECTED.—The amount otherwise allowable wader 
seetion 642 te} as a deduction for amounts paid, credited or required to be 
distributed to charitable beneficiaries shall be limited as provided in paragraph 
(1) only for taxable years after the taxable years during which the trust is 
notified by the Secretary that it has engaged in such transaction, unless such 
trust entered into such prohibited transaction with the purpose of diverting 
such corpus or income from the purposes described in section 642 te} 170 (c) 
(1) (B) and such transaction involved a substantial part of such corpus or 


income. 
(4) FuTURE CHARITABLE, ETC., DEDUCTIONS OF TRUSTS DENIED DEDUCTION 
UNDER PARAGRAPH (3).—If the deduction of any trust wader seetion 642 +e} 


for amounts paid, credited or required to be distributed to charitable beneficiaries 
has been limited as provided in this subsection, such trust, with respect to 
any taxable year following the taxable year in which notice is received of 
limitation of deduction under seetion 642 te} for amounts paid, credited or 
required to be distributed to charitable beneficiaries, may, under regulations 
prescribed by the Secretary or his delegate, file claim for the allowance of the 
unlimited deduction under seetion 642 ‘e} for amounts paid, credited or 
required to be distributed to charitable beneficiaries, and if the Secretary, pur- 
suant to such regulations, is satisfied that such trust will not knowlingly again 
engage in a prohibited transaction, the limitation provided in paragraph (1) 
shall not apply with respect to taxable years after the year in which such 
claim is filed. 

(5) DISALLOWANCE OF CERTAIN CHARITABLE, ETC., DEDUCTIONS.—No gift 
or bequest for religious, charitable, scientific, literary, or educational purposes 
(including the encouragement of art and the prevention of cruelty to children 
or animals), otherwise allowable as a deduction under section 170, 545 (b) (2), 
642 te} 651, 661, 2055, 2106 (a) (2), or 2522, shall be allowed as a deduction if 
made in trust and, in the taxable year of the trust in which the gift or bequest 
is made, the deduction allowed the trust seetion 642 te} for amounts paid, 
credited or required to be distributed to charitable beneficiaries is limited by 
paragraph (1). With respect to any taxable year of a trust in which such 
deduction has been so limited by reason of entering into a prohibited trans- 
,action with the purpose of diverting such corpus or income from the purposes 
described in section 642 e+ 170 (c) (1) (B), and such transaction involved a 
substantial part of such income or corpus, and which taxable year is the same, 
or before the, taxable year of the trust in which such prohibited transaction 
occurred, such deduction shall be disallowed the donor only if such donor or 
(if such donor as an individual) any member of his family (as defined in sec- 
tion 267 (c) (4)) was a party to such prohibited transaction. 

(6) Derinition.—For purposes of this subsection, the term “gift or 
bequest’? means any gift, contribution, bequest, devise, or legacy, or any 
transfer without adequate consideration. 

(ce) ACCUMULATED INCOME.—If the amounts permanently set aside, or to be 
used exclusively for the charitable and other purposes described in section 642 +e 
170 (c) (1) (B) during the taxable year or any prior taxable year and not actually 
paid out by the end of the taxable year— 

(1) are unreasonable in amount or duration in order to carry out such 
purposes of the trust; 

(2) are used to a substantial degree for purposes other than those prescribed 
in section 642 4e 170 (c) (1) (B); or 

(3) are invested in such a manner as to jeopardize the interests of the reli- 
gious, charitable, scientific, etc., beneficiaries, 

the amount otherwise allowable under section 642 {e} 651 or 661 as a deduction for 
amounts paid, credited or required to be distributed to charitable beneficiaries sha!l be 
limited to the amount actually paid out during the taxable year and shall not 
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exceed 20 percent of the taxable income of the trust (or 30 percent in the case of a 
beneficiary described in eeraputed witheut the benefit ef seetion 642 te} but with 
the benefit ef section 170 (b) (1) (A)). Paragraph (1) shall not apply to income 
attributable to property of a decedent dying before January 1, 1951, which is 
transferred under his will to a trust created by such will. In the case of a trust 
created by the will of a decedent dying on or after January 1, 1951, if income is 
required to be accumulated pursuant to the mandatory terms of the will creating 
the trust, paragraph (1) shall apply only to income accumulated during a taxable 
year of the trust beginning more than 21 years after the date of death of the last 
life in being designated in the trust instrument. 
(d) Cross REFERENCE.— 


[For disallowance of certain charitable, ete., deductions otherwise allowable for distribution to 
certain charitable, etc., beneficiaries, see section 503 (c).J 


COMMENT 


With one exception the proposed amendments to section 681 are 
conforming amendments to implement the proposed change in the 
treatment of charitable contributions by estates and trusts (see com- 
ment under section 642 (c)). The exception concerns an error in 
present section 681 (b), which is repeated in section 681 (c). It is the 
purpose of those sections to limit, under certain circumstances, a 
trust’s deduction for charitable contributions to 20 percent of the 
trust’s taxable income, or 30 percent if the beneficiary is a church, an 
educational organization or a hospital. However, the statute says 
that the deductions shall not exceed 20 percent of the taxable income of 
the trust, computed with the benefit of section 170 (b) (1) (A), which 
allows the extra 10 percent deduction for the specified class of charities. 
The literal effect of the statute is therefore to reduce the deduction by 
the extra 10 percent rather than to increase it, since it is the deduction, 
rather than the net income to which the percentage is applied, that 
should have the benefit of section 170 (b) (1) (A). While the regula- 
tions under this section reach the correct result, it is recommended 
that the statute be clarified and the proposed amendment contains 
language for the purpose. 

The proposed amendments of section 681 should apply to existing 
trusts, as well as to future trusts, for taxable years ending after their 
enactment. 

SEC. 682. INCOME OF AN ESTATE OR TRUST IN CASE OF DIVORCE, ETC. 

(a) INcLUSION IN Gross INCOME or Wire.—No change. 

(b) Wire ConsipereD A BENEFICIARY.—NOo change. 

(c) Cross REFERENCE.—NoO change. 

SEC. 683. APPLICABILITY OF PROVISIONS. 


Notr.—When it is determined on what date the proposed amendments will be 


effective some addition to section 683 will have to be worked out to take care of 
the amendments. 


PART II—INCOME IN RESPECT OF DECEDENTS 
SEC. 691. RECIPIENTS OF INCOME IN RESPECT OF DECEDENTS. 


(a) Income 1N Respecr or Decepents Derinev.—For purposes of this section, 
the term “income in respect of a decedent’? means an amount not includible in the 
decedent's gross income for the taxable period in which falls the date of his death or a 
prior taxable period— 

(1) which would have been includible in the gross income of the decedent if he 
had computed his income for such period under an accrual method of accounting, 
except that no amount of unrealized appreciation in value of property, whether 
attributable to inventory uems or otherwise, shall be income in respect of a decedent 
under this paragraph (1), or 

(2) which equals so much of the proceeds of a sale, exchange, or other disposi- 
tion of property made prior to the death of the decedent, as would have been in- 
cludible in the decedent’s gross income if he had received such proceeds, or 
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(3) which represents compensation for services rendered by the decedent (and 
amounts attributable thereto) to the extent such amount would have been includible 
in the decedent’s gross income if received by him, except amounts exempted under 
section 101 (b) (relating to employees’ death benefits), or 

(4) which represents earnings on, or appreciation in value of investments of, 
contributions by the decedent under an employees’ benefit plan, to the extent such 
amount would have been includible in the decedent’s gross income if received by 
him, except amounts exempted under section 101 (b) (relating to employees’ 
death benefits), or 

(5) which, if the decedent died after December 31, 1958, is received by the tax- 
payer as a surviving annuitant, or as a beneficiary of the decedent, under a con- 
tract to which section 72 (relating to the taxation of annuities and the proceeds 
of certain endowment and life insurance contracts) applies, to the extent includible 
in the recipient’s gross income under that section, or 

(6) which equals the excess of the face amount of an installment obligation over 
the basis thereof to the decedent under section 453 (d) (for the purpose of this 
section the term “installment obligation” means one received by the decedent upon 
the sale or other disposition of property, the income from which was properly 
reportable by him on the installment basis under section 458 or corresponding 
provisions of prior law and which was acquired from the decedent by bequest, 
devise or inheritance or by reason of his death), or 

(7) which would have been taxable to the decedent if he had lived to receive it 
(other than amounts described in section 71, relating to alimony) and which he 
failed to receive solely by reason of his death, to the extent that the value of the 
right to receive such amount is includible in the gross estate for Federal estate 
tax purposes. 

(8) which Subchapter K of this chapter treats as income in respect of a decedent 
(paragraphs (1) through (7) of this subsection shall not apply to an amount 
attributable to a decedent’s interest in a partnership). 


4a} (b) INCLUSION IN Gross INcCOME.— 


(1) GENERAL RULE.—The amount of all items of gress income in respect 
of a decedent whieh are net preperh inelidible in respeet of the taxable 
peried in whieh fats the date of his death or a prier period (including the 
amount of all items of gress income in respect of a prior decedent, if the 
right to receive such amount was acquired by reason of the death of the 
prior decedent or by bequest, devise, or inheritance from the prior decedent) 
shall be included in the gross income, for the taxable year when received, of: 

(A) the estate of the decedent, if the right to receive the amount is 
acquired by the decedent’s estate from the decedent; 

(B) the person who, by reason of the death of the decedent, acquires 
the right to receive the amount, if the right to receive the amount is 
not acquired by the decedent’s estate from the decedent; or 

(C) the person who acquires from the decedent the right to receive 
the amount by bequest, devise, or inheritance, if the amount is received 
after a distribution by the decedent’s estate of such right. 

(2) INCOME IN CASE OF SALE, ETC.—If @ the right; deseribed in 
44, to receive an amount described in subsection (a) is transferred by the 
estate of the deeedent or a person described in subparagraphs (A), (B) or (C) 
of subsection (b) (1), whe reeebved sueh tight by reason of the death ef the 
decedent er by bequest; devise; or inheritance from the decedent there shall 
be included in the gross income of the estate er such person; #8 the ease may 
be; for the taxable period in which the transfer occurs;: 

(A) in the case of the transfer of an amount described in subsection (a), 
other than in paragraph (6),—the fair market value of such right at 
the time of such transfer plus the amount by which any consideration 
for the transfer exceeds such fair market value, and 

(B) in the case of the transfer of an instalment obligation as defined in 
subsection (a) (6)—the excess of the amount realized, in the case of satis- 
faction at other than face value or a sale or exchange, or the excess of the fair 
market value of the obligation at the time of transfer in the case of a transfer 
other than by a sale or exchange, over the basis of such obligation to the dece- 
dent under section 453 (d) (2) reduced by any amounts received with respect 
to such obligation after the decedent’s death which were not includible in gross 
income. 

For purposes of this paragraph, the term “transfer” includes sale, exchange, 
gift, or other disposition, or the satisfaction of an installment obligation at 
other than face value, but does not include transmission at death to the 
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estate of the decedent or a transfer to a person pursuant to the right of such 
person to receive such amount by reason of the death of the decedent or by 
bequest, devise, or inheritance from the decedent. 
(3) Cu ARACTER OF INCOME DETERMINED BY REFERENCE TO DECEDENT.— 
in paragraph (+ te receive an amount Income in respect 
of a dec edent shall be treated, in the hands of the estate of the decedent or any 
person who acquired steh right the right to receive such income by reason of 
the death of the decedent, or by bequest, devise, or inheritance from the 
decedent, as if it had been acquired by the estate or such person in the 
transaction #* from which ¢he sight te reeetve the such income was originally 
derived and the amount inelidible in gress ineome under paragraph (1) er {2} 
shall be considered in the hands of the estate or such person to have the 
character which it would have had in the hands of the decedent if the deeedent 
he had lived and received such amount. 


peas parece ph 
a) ball be redlecsdl op oth gatoumt-oqual e-ahne @uahices aaNUnanEn 

in the hands ef the decedent (determined under seetion 4636 (d+ 
45} (c) ALLOWANCE OF DeEpucTIons AND Crepit.—The amount of any deduc- 
tion specified in section 162, 163, 164, 212, or 611 (relating to deductions for ex- 
penses, interest, taxes, and depletion) or credit specified in section 33 (relating to 
foreign tax credit), in respect of a decedent which is not properly allowable to the 
decedent in respect of the taxable period in which falls the date of his death, or a 

prior period, shall be allowed: 

(1) EXPENSES, INTEREST, AND TAXES.—In the case of a deduction specified 
in section 162, 163, 164, or 212 and a credit specified in section 33, in the 
taxable year when paid— 

(A) to the estate of the decedent; except that 

(B) if the estate of the decedent is not liable to discharge the obligation 
to which the deduction or credit relates, to the person who, by reason of 
the death of the decedent or by bequest, devise, or inheritance acquires, 
subject to such obligation, from the decedent an interest in property of 
the decedent. 

(2) DepLetion.—In the case of the deduction specified in section 611, to 
the person described in subsection fa} (6b) (1) (A), (B), or (C) who, in the 
manner described therein, receives the income to which the deduction relates, 
in the taxable year when such income is received. 

4e} (d) DepucTIon ror Estatrs Tax.— 

(1) ALLOWANCE OF DEDUCTION.— 

(A) GENERAL RULE.—~ Each person who includes an item of income in 
respect of a decedent in gross income under subsection (@} (b) or under 
section 652 or 662 shall be allowed, for the same taxable year, as a de- 
duction, an amount which bears the same ratio to— 

(t) the estate tax attributable to the net value for estate tax 
purposes of all the items deseribed im subseetion {a} 4 of income 
an respect of a decedent which are includible in the gross estate as 

(77) the value for estate tax purposes of the item so included in 
gross income of such person ef gress ineome oF portions thereof in 
tespeet of ariel streh person Hreliteleed tha tapers dat gress totte 
(or the amount included in gross income, whichever is lower) 
bears to 

(iit) the value for estate tax purposes of all the of such items 
desesthed tt stbseetier tas Hh. 

(B) Estates AND TRUSTS.—In the case of an estate or trust, the 
amount allowed as a deduction under subparagraph (A) shall be com- 
puted by excluding from the gross income of the estate or trust the 
portion (if any) of the items described in subsection 4a} 44 (6) which is 
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properly paid; eredited; er te be distributed te zncludible under sections 
652 or 662 in the gross income of the beneficiaries during the taxable year. 
This subperesraph shell apply te the same taxable years; and te the 
Ste AEH the ee ptesided dH seetion H45- 


(2) METHOD OF COMPUTING DEDUCTION.—For purposes of this subsection— 


(A) The term ‘estate tax’’ means the tax imposed on the estate of 
the decedent or any prior decedent under section 2001 or 2101, reduced 
by the eredits against sueh tax sum of (7) so much of the credit allowed 
by section 2012 (for gi ift tax) as is attributable to property other than income 
in respect of a decedent and (ii) the credit allowed by section 2013 (for prior 
transfers). 

(B) The term “‘value for estate tax purposes”’ of an item of income in 
respect of a decedent means the value at which such item is included in 
the decedent’s gross estate for the purposes of the tax imposed by 
chapter 11 reduced by the value of any portion of such item necessary 
to the allowance of any deduction under section 2055 (relating to the 
charitable deduction) or under section 2056 (relating to the marital 
deduetion). 

(C) The term ‘net value for estate tax purposes’ of the items of 
income in respect of a decedent deseribed im sitbseetion (#) (4+) shal be 
means the excess of the value for estate tax purposes of all of such items 

ibed im sttbseetion ta} 44 over the deductions from the gross estate 
in respect of claims hom represent the deductions and credit de- 
scribed in subsection £b} ( Btel Het aide shtl be 
oaimad tn: tck-eoseddgaa ok sla tie tds TA die Uidaiian tes the dean 
Hott for estate tess adth pespret te festteted etek optiaie: 


4h Astotats Heespes py Stave “Asstt Caper dene anp StR- 
yEreH “Aettee CeatHeee - 


tH Peet eties Het bos Hate Bot ptrsposes of eotrputing the dedi 
diet teter stilt ten c= - de ee tetas Feed! Lee o SHS HEE 


SAS es ce eR tele? & foHHt aed Stee Sor HHH conteaet where 
the deeectart seattert cheeb tefter doeeertber sd. 456; tte ettter the 
annuity stetine date (as defined in seetion 72 (ec) 44), and 

+34 duting the stesdne sHttttits He expeetites periods sheth te 
the extent inchided in gress income under seetion 72; be considered a9 
tHeetitie dacditeledd dt: ehors dhe teed stheettiott 


tts 
42} Net vahie for estate tax purpeses-—tn determining the net value fer 
peeddete 


(D) For purposes of subparagraph (B) of this paragraph (2), in the case of 
a decedent dying after December 31, 1953, the value for estate tax pur- 
poses of the Htems deseribed im paragraph 44 ef this subseetion an 
annutty described in subsection (a) (5) shall be computed— 

4A} (z) by determining the excess of the value of the annuity at 
the date of the death of the deeeased annuitant decedent over the 
total amount excludable from the gross income of the steviving 
annuitant under section 72 during the surviving enntitent’s his 
life expectancy period, or during the period the annuity ts to be patd 
af for a period certain, and 

48} (zi) by multiplying the figure so obtained by the ratio which 
the value of the annuity for estate tax purposes bears to the value of 
the annuity at the date of the death of the deeeased decedent. 

43} Definitiens-—(iii) For purposes of this sebseetion subpara- 
graph, +} the term “life expectancy period’? means the period 
beginning with the first day of the first period for which an amount 
is received by the surviving annuitant under the contract after the 
death of the decedent and ending with the close of the taxable year 
with or in which falls the termination of the life expectancy of the 
wae annuitant. For purposes of #his the preceding sentence, 

zaph the life expectancy of the surviving annuitant shall 

be determined as of the date ef death ef the deceased anntitant 

beginning of the life expectancy period, with reference to actuarial 
tables prescribed by the Secretary or his delegate. 

(8) Phe survivine ennuitents expeeted retupn under the eontract 

shell be eomptted; as ef the death ef the deceased annuitant, with 

peferenee te tetitiel tiblos presertbed be the Reeretiey op his dedesetes 
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46} (E) The estate tax attributable to such net value shall be an 
amount equal to the excess of the estate tax over the estate tax com- 
puted without including in the gross estate such net value. 

{e) Cross REFERENCES.— 


For application of this section to restricted stock options, see section 
421 (d) (6) (B). 


In applying section 691 (a) (1), see special rule in section 451 (b) relating 


to effects of death on a taxpayer reporting on the accrual method of 
accounting. 


For allowance of the deduction for estate tax to a trust or estate or a 
beneficiary thereof, see sections 642 (i) and 652 and 662. 


For the computation of the amount of income of a deceased income 
beneficiary of a trust, see section 652 (c). 


For application of this section to income in respect of a deceased partner, 
see section 753. 


For inapplicability of date of death value as a basis, see section 1014 (c). 


COMMENT 
Section 691 (a). Definition 


The statute never has defined income in respect of a decedent, which 
has led to some uncertainty and confusion. It is proposed to add a 
new subsection (a) to supply such a definition, which affirmatively 
defines what is income in respect of a decedent. If an item does not 
fall within subsection (a), it is not income in respect of a decedent. 

Section 691 (a) (1) states what has been the primary rule under 
present law, i. e., that any income accrued up to the date of the 
death of a decedent who re ported his income on the cash basis con- 
stitutes income in respect of a decedent. It is intended, however, 
that for the purposes of paragraph (1) the term “accrual method of 
accounting” contemplates the application of the same rules as would 
be applied in determining the income of a living taxpayer who com- 
putes his income under the accrual method of accounting subject to 
the exception set forth in paragraph (1), relating to unrealized appre- 
ciation. Examples of items includible under this paragraph are: 
Interest which accrues day by day; rents and royalties for patents, 
copyrights, and secret processes which accrue on the date they become 
due under the lease or license; and damages which accrue on the date 
they become fixed, whether by final judgment or agreement. 

Section 691 (a) (2) includes in income in respect of a decedent so 
much of the proceeds of a sale, exchange, or other disposition of 
property made before the decedent’s death as would have been in- 
cludible in the decedent’s gross income if he had received such pro- 
ceeds. If the amount of gain which will be derived from the sale is 
indeterminate (Burnet v. Logan, 283 U.S. 404), so that the taxpayer 
is permitted to recover his basis before “he reports any income, this 
paragraph will apply. 

Under section 691 (a) (3) any amounts received after the death 
of the decedent are included in income in respect of a decedent to the 
extent they represent compensation for services. If an executor or 
other person acquires a nonrestricted stock option from a decedent 
and realizes on the exercise thereof compensation attributable to work 
of the decedent, any amount includible in his income will be con- 
sidered income in respect of a decedent under section 691 (a) (3). This 
rule is designed to carry out the general policy of the Code that earned 
income should not escape taxation. By classifying all compensation 
for services rendered by the decedent as income in respect of a decedent 
(except as exempted by section 101 (b) or otherwise excluded from 
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gross income), section 1014 (c) is made applicable so that the estate 
tax value of any such rights does not become the basis therefor. 

Even though the contingencies affecting the right to receive the 
compensation are such that it would not be reportable on the accrual 
basis under paragraph (1), it will be income in respect of a decedent 
under paragraph (3). Thus income in respect of a decedent will 
include— 

Professional fees contingent upon success 

Compensation for incomplete work, naemnsenel on the quantum 
meruit basis; 

Commissions paid to an insurance agent’s estate by reason of 
the renewal of insurance policies after his death; 

Commissions payable to a fiduciary only if allowed by court 
order, which allowance is made after the fiduciary’s death; 

A bonus paid to the decedent’s estate, the amount of which 
depended upon the employer’s earnings for a period not ending 
before death; and 

A bonus paid to a decedent’s estate, where the decedent’s right 
to share in the bonus fund and his percentage therein was not 
fixed until after death, thus preserving the result reached in 
O’Daniel’s Estate v. Commissioner, 173 F. (2d) 966. 

Amounts attributable to compensation include earnings on, or 
appreciation in respect of amounts paid into a nonexempt trust by an 
employer as compensation for services rendered by the decedent. 

Section 691 (a) (4) defines as income in respect of a decedent, the 
earnings on, or appreciation in value of investments of the decedent’s 
contributions under an employees’ benefit plan, whether or not 
exempt. Section 1014 (c) thus becomes applicable to such amounts 
and prevents them from securing a basis equal to their estate tax value. 

Section 691 (a) (5) is a liberalizing amendment. The deduction 
for estate tax paid on annuities is now allowed only with respect to 
joint and survivor annuities. By treating all annuities governed 
by section 72 as income in respect of a decedent to the extent includible 
in gross income, the right to the estate tax deduction will be extended 
to them. This becomes important where the annuity is includible 
in the taxable estate for estate tax purposes because it was transferred 
in contemplation of death, the decedent had reserved the right to 
change the beneficiaries, or it had been transferred to take effect in 
possession or enjoyment at or after death. The provision also will 
treat as income in respect of a decedent the income element of endow- 
ment or life insurance contracts as determined under section 72. 

Section 691 (a) (6) includes in income in respect of a decedent, 
the excess of the face amount of an installment obligation over 
the decedent’s basis therefor. Accordingly, section 1014 (c) operates 
to prohibit a new basis and any estate tax paid with respect to such 
income is allowed as an income tax deduction. 

Certain items are not covered by any of the provisions of 
paragraphs (1) to (6) of section 691 (a), although they are 
very similar in character to those covered by paragraph (1). A 
dividend payable to stockholders of record on a date prior to the 
decedent’s death, but not paid until after his death, would not be 
treated as income prior to actual receipt, even though the shareholder 
reported his income under the accrual method. See section 1.301~1 
(b) of the regulations. An item of income accrued to a fully distrib- 
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utable trust also would not constitute income to the beneficiary prior 
to its receipt, even though both he and the trust made their returns 
under the accrual method. That is so, since income is not considered 
to be distributable to the beneficiary prior to its receipt by the trust. 
Both of those items clearly should be treated as income in respect 
of a decedent. The profit on an incomplete long-term building, 
installation or construction contract also should be treated as income 
in respect of a decedent. Paragraph (7) has been included in the 
proposed statute to cover them as well as any similar items which 
meet the tests set forth in that paragraph. Alimony has been excluded 
from income in respect of a decedent under paragraph (7) because the 
surviving husband does not receive any deduction for amounts paid 
after the death of his wife. 

Such provisions as may be enacted to cover income in respect of a 
decedent arising out of a decedent’s interest in a partnership should 
be embodied in Subchapter K and should be exclusive. 

Section 691 (b) (1) is the same as section 691 (a) (1) of present law, 
except that it now refers to income in respect of a decedent as a define d 
term. 

Section 691 (b) (2) preserves the rules of section 691 (a) (2) of 
present law, but has been expanded to cover the disposition of an 
installment obligation received from the decedent. Such section 
incorporates the general principles of section 691 (a) (4) of present 
law, but modifies the basis rule. The amendment requires the basis 
to the decedent of the installment obligation to be reduced by so 
much of the amounts received after the decedent’s death as are ex- 
cludable from gross income. For example, the decedent owned an 
installment obligation of the face amount of $1,000, which had a 
basis of $750 and thus involved a potential profit of 25 percent. 
The estate collected two installments of $100 each, of which $50 was 
reported as income and $150 was treated as a recovery of basis. The 
estate then sold the obligation for $775. The profit to be reported 
on the sale equals $775 minus $600 ($750-$150) or $175. 

Section 691 (b) (3) is substantially the same as section 691 (a) (3) 
of present law except that it now refers to income in respect of a 
decedent as a defined term. 

Section 691 (a) (4) of present law has been eliminated since the 
substance thereof is incorporated in sections 691 (a) (6) and 691 (b) (2). 

Section 691 (c) is substantially the same as section 691 (b) of 
present law, except for a change in subsection reference. 

Section 691 (d) (1) (A) taken in conjunction with section 691 (d) 
(2) (B) amends section 691 (c) (1) (A) of present law to prevent the 
allowance of any income tax deduction for estate tax to a person who 
receives income in respect of a decedent which did not bear estate 
tax because it gave rise to a marital or charitable deduction. For 
example, assume a decedent died intestate and his widow and son 
each receive one-half of his residuary estate. Although the one-half 
of the income in respect of a decedent which the wife receives qualifies 
for the marital deduction and therefore does not give rise to an 
estate tax, present law would treat a portion of the deduction for 
estate tax attributable to income in respect of a decedent as allowable 
to the wife. Under the proposed statute no part of the deduction for 
estate tax paid on income in respect of the decedent would be allowed 
to the wife. The full deduction would be allowed to the son, whose 
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share of the estate in fact bore the burden of the only estate tax 
imposed on the income in respect of the decedent. 

However, where the income in respect of the decedent which ac- 
tually goes to the wife was not needed to provide the allowable 
marital deduction, so that in fact the income in respect of the decedent 
received by the wife has occasioned estate tax, the proposed amend- 

ment would allow to the wife an appropriate portion of the deduction 
for estate taxes paid on such income in respect of the decedent. The 
proposed amendment in effect provides that, in determining whether a 
marital or charitable deduction was allowable with respect to an item 
of income in respect of a decedent, the deduction is deemed to have 
been allowed with respect to such income only to the extent that 
enough other property was not available to satisfy the marital 
charitable deduction. For example, assume that a decedent leaves 
his entire residuary estate to his wife, that the gross estate is $500,000 
of which $10,000 constitutes income in respect of a decedent, and that 
the deductions allowable under sections 2053 and 2054 equal $50.000 
so that the adjusted gross estate as well as the residuary estate is 
$450,000. Since all of the property other than income in respect of a 
decedent ($490,000) qualifies for, and is sufficient to satisfy the allow- 
able marital deduction, no part of the income in respect of a decedent 
is deemed to have been used to satisfy the marital deduction. Accord- 
ingly, the wife is entitled to a deduction on account of the estate tax 
payable upon the income in respect of a decedent. On the other 
hand, if a part of the income in respect of a decedent is specifically 
bequeathed to the wife or is allocable to her share of the decedent’s 
estate under local law and is necessary to make up the marital deduc- 
tion, as in the example in the preceding paragraph, it has not borne 
any estate tax and such item would be disregarded in determining the 
estate tax deduction allowable to the wife. In recomputing the estate 
tax as required by section 691 (d) (2) (D) of the proposed statute, 
there would be taken into account, as under present law, the hypo- 
thetical reduction in the maximum allowable marital deduction result- 
ing from the elimination from the gross estate (for purposes of the 
recomputation) of items of income in respect of a decedent. 

Section 691 (d) (1) (B) modifies section 691 (c) (1) (B) of present 
law so that the portion of the income in respect of a decedent which 
is deemed taxable to the beneficiary of an estate or trust is determined 
under the usual rules of sections 652 and 662 without regard to 
whether such income is properly paid, credited, or to be distributed 
within the meaning of applicable State law. In most cases income in 
respect of a decedent represents principal rather than income for 
estate accounting purposes. Thus it often cannot be paid, credited or 
distributed within the meaning of section 691 (c) (1) (B) of present 
law. When that occurs the estate tax deduction is allowable under 
present law to the estate. This may produce an erroneous result 
since such income is includible in distributable net income as defined 
in section 643 and thus will be deemed to have been distributed in 
whole or in part to persons to whom distributions were made by the 
estate, which are taxable under section 662. The proposed amend- 
ment will result in the deduction for estate tax being allowable to the 
estate or the beneficiaries to the same extent the income in respect of 
a decedent is taxable to them, respectively. 
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Section 691 (d) (2) (A) substantially modifies the provisions of 
section 691 (c) (2) (A) of present law in defining the estate tax which 
is allowed as an income tax deduction. The reason for the modifi- 
cation is that a decedent who receives income during his lifetime pays 
income tax thereon and only the balance is subjected to estate tax. 
Theoretically the amount of income tax which will be payable upon 
income in respect of a decedent should be allowed as a deduction in 
computing the estate tax. However, since income in respect of a 
decedent may be received after the estate tax proceedings have been 
closed, the allowance of such a deduction for estate tax purposes is 
not feasible from an administrative standpoint. The allowance in 
computing net income of a deduction for the estate tax payable upon 
income in respect of a decedent should produce approximately the 
same result. However, the present statute does not do so. Under 
section 691 (ce) (2) (A) of present law the estate tax which is allowed 
as a deduction is computed after subtracting the credits for the gift 
tax, State death taxes, foreign death taxes, and the tax on prior 
transfers. Thus, although an item of income in respect of a decedent 
may be subjected to Federal estate tax at the top estate tax rate of 
77 percent, the reduction for the various credits taken into account 
under section 691 (c) (2) (A) of present law may so reduce the deduc- 
tion allowed for income tax (imposed at the top 91 percent rate) that 
the income tax, the Federal estate tax and State death taxes exceed 
100 percent. 

Obviously, State and foreign death taxes imposed upon the income 
in respect of a decedent are charges thereon which should be allowed 
to reduce the amount which is subject to income tax. Although the 
gift tax reduces the net estate (either because the amount used before 
death to pay it has been removed from the gross estate, or if not paid 
before death because it is deductible as a claim) it nevertheless is a 
prepayment of the amount of estate tax, and any gift tax paid by the 
decedent upon an amount which is income in respect of a decedent 
thus should not be used to reduce the amount of estate tax allowed as a 
deduction. The reduction of the estate tax by the credit for the tax 
on prior transfers is correct since the estate tax paid by a prior de- 
cedent is allowed as a separate deduction against income in respect of 
a prior decedent. 

The proposed statute will allow an income tax deduction for the 
gross Federal estate tax reduced only by the credit for the tax on prior 
transfers and by so much of the gift tax credit as relates to items other 
than income in respect of a decedent. 

Since the credit allowed for State and foreign death taxes may not 
equal the taxes which actually were paid upon the income in respect 
of a decedent, the proposed statute does not achieve precisely the 
correct result. However, the allowance of separate deductions for 
such State and foreign death taxes would involve considerable com- 
plexity and administrative difficulties. On balance the simplicity 
achieved under the proposed amendment appears to outweigh any 
hardship which may be involved. 

As annuities subject to section 72 are treated as income in respect 
of a decedent under subsection (a) (5), some of the special rules set 
forth in section 691 (d) of the present statute no longer are necessary. 
As section 691 (d) (2) of the proposed statute covers the special rules 
for the computation of the estate tax deduction, it is more appropriate 
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to set forth any special rules with respect to the computation of the 
estate tax deduction attributable to annuities under that section. 
Accordingly, all special rules with respect to annuities are set forth 
as section 691 (d) (2) (D) of the proposed statute. 

The rules of section 691 (d) (1) of the present statute cover only 
joint and survivor annuities, while section 691 (d) (2) (C) of the 
proposed statute covers all annuities, whether for the life expectancy 
of one or more persons or for a period certain. The rules set forth in 
section 691 (d) (2) and (3) of present law are necessary for the calcu- 
lation of the estate tax deduction and have been preserved in section 
691 (d) (2) (D) of the proposed statute. The definition of life ex- 
pectancy period, however, has been modified so that it cannot begin 
prior to the date of the decedent’s death. 

The rules set forth in section 691 (d) (3) (B) of the present statute 
are not necessary to the computation of the estate tax deduction and 
have been omitted as surplusage. 


Section 691 (c) (2) (C) of present law has been relettered as 
(d) (2) (E) but otherwise is unchanged 

Section 691 (d) of present law has been omitted to the extent not 
incorporated in proposed section 691 (d) (2) (D). 

Section 691 (e) has been expanded to make additional cross refer- 
ences to relevant sections of the Code. In the event the Advisory 
Group on Subchapter K recommends legislation dealing with income in 
respect of a decedent which is hereafter enacted, an appropriate cross 
reference should be made thereto. 


SEC. 692. INCOME TAXES ON [OF] MEMBERS OF ARMED FORCES ON DEATH.) 
No change. 


Portions of the Code Other Than Subchapter J 
PROPOSED AMENDMENTS 


1. Section 170 (e) (1) is hereby amended by adding at the end thereof the follow- 
ing: ‘Section 643 (d), 651 (a) and Section 661 (a)’’. 

2. Section 503 (e) is hereby amended by deleting therefrom ‘642 (c)’’ and 
substituting therefor ‘651 (a), 661 (a)”’ 

3. Section 542 (a) (2) is hereby amended by substituting ‘“‘section 170 (c) (1) 
(B)”’ for “section 642 (c)’’. 

4. Section 1202 is hereby amended by substituting ‘‘is treated as included in 
amounts paid, credited or required to be distributed to the beneficiaries (including 
charitable beneficiaries)”’ for ‘‘includible * * * assets’. 

5. Section 6034 (a) is hereby amended to read as follows (delete matter struck 
through; add new matter in italics): 

(a) GENERAL Rute.—Every trust claiming a eheriteble- ete-; deduction under 
section 642 4 651 or 661 for distribution to charitable beneficiaries, as defined in 
section 643 (d) for the taxable year shall furnish such information with respect to 
such taxable year as the Secretary or his delegate may by forms or regulations 
prescribe, setting forth 

(1) the amount of #he ehariteble; ete-; such deduction taken wnder seetion 
642 {e} within such year (showing separately the amount of such deduction 
which was paid out and the amount which was permanently set aside for 
charitable ete-; purpeses beneficiaries during such year), 

(2) the amount paid out within such year which represents amounts for 
which eharitable; ete- such deductions have been taken in prior years, 

(3) the amount for which eheriteble; ete-; such deductions have been 
taken in prior years but which has not been paid out at the beginning of 
such year, 

(4) the amount paid out of principal in the current and prior years fer 
to charitable; ete-; purpeses; beneficiaries, 
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(5) the total income of the trust within such year and the expenses 
attributable thereto, and 


(6) a balance sheet showing the assets, liabilities, and net worth of the 
trust as of the beginning of such year. 


6. Section 421 (d) (6) (B) is hereby amended by deleting therefrom “section 
691 (c)”’ and substituting therefor ‘‘section 691 (d)’’. 


COMMENT 


The amendments to sections 170 (e) (1), 503 (e), 542 (a) (2), 1202, 
6034 (a) proposed above are conforming amendments to implement 
the proposed change in the treatment of charitable contributions by 
trusts and estates. (See comment under proposed amendment to 
sec. 642 (c).) The amendment to section 421 (d) (6) (B) conforms 
the reference to the proposed amendments to section 691 relating to 
income in respect of a decedent. 








APPENDIX 


The appendix consists of two parts. The first part contains the 
vomments of individual members of the advisory group with respect 
to certain recommendations made in the final report. The second 
part consists of a special report regarding income taxation of estates 
which was prepared at the request of Mr. Mills, and the views of the 
individual members with respect to that report. 





I 
COMMENTS BY INDIVIDUAL MEMBERS 
STATEMENT BY KENNETH W. BERGEN 


I believe in general that the proposed amendments set forth in this 
report are an improvement over existing law. 1, therefore, concur 
with the recommendations of my colleagues that they be enacted 
into law subject to the thoughts expressed by me below. 

It would appear to me that the proposed amendments relating to 
the tier system and the taxation of distributions by estates could be 
improved. Each of these areas is discussed in general terms sepa- 
rately be vig 
Tier system (secs. 661 and 662) 

In place of the 4-tier system recommended in this report I would 
have a single-tier system for trust distributions. Then the distrib- 
utable net income of a trust would be taxed to each beneficiary in the 
proportion that the amount received by him bore to the total amounts 
received by all berfeficiaries. In this respect, distributions by trusts 
would be taxed in a manner similar to that of distributions by cor- 
porations. 

To illustrate: If a trust with distributable net income of $10,000 
and no accumulated income were to distribute $10,000 to A and 
$10,000 to B, A and B would each be taxed on $5,000 regardless of the 
source of distribution. This would result in greater simplification of 
the statute and of the fiduciary income tax return than the proposed 
4-tier system. True, corpus distributions would be taxed in part 
as income but I believe this is a sacrifice which should be made for the 
sake of simplicity. 

The single-tier system would also result in greater equity among 
beneficiaries in cases where corpus deductions of a trust exceeded 
gross income taxable to the beneficiary. Under the four-tier system 
such excess deductions are given to beneficiaries other than those in 
the first tier. For example, suppose a trust provides that one-half 
of the income is to be distributed to A currently and the other half is 
to be distributed to B or withheld from him in the discretion of the 
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trustee. The trust has current probate income of $10,000 and corpus 
deductions of $1,000 leaving $9,000 of distributable net income. The 
trustee distributes $5,000 to A and $5,000 to B. Under the 4-tier 
system A would be taxed on $5,000 and B on $4,000. Under the 
single-tier system A would be taxed on $4,500 and B on $4,500. 

| recognize that many may regard the single-tier system as too 
drastic because trust beneficiaries entitled to corpus only would in 
many instances be taxed on a proportionate part of the distributable 
net income. Therefore, as a second alternative to the 4-tier system, 
I suggest a 2-tier system with the second tier including those distri- 
butions which under the governing instrument or local law can be 
made only out of corpus. The first tier would include all other 
distributions. All charitable distributions might be put in the second 
tier to prevent a tax avoidance. Since trusts providing for corpus dis- 
tributions only to a particular beneficiary are rare we would, for 
practical purposes, have a single-tier system with the resulting 
simplification. 

If neither the single-tier system nor the 2-tier system suggested 
above is adopted, I suggest as a third alternative to the 4-tier system, 
namely, that the first and second tiers of the proposed 4-tier system 
be combined. It is difficult for me to understand why a beneficiary to 
whom income is required to be distributed should be treated differently 
taxwise from a beneficiary who receives income in the discretion of the 
trustee. The fact that a discretionary beneficiary is not assured of 
an annual income is not a relevant reason for placing him at a tax 
advantage over an income beneficiary who is so assured. It would 
be just as logical to argue that the beneficiary who is entitled to an 
annual income should be preferred over the discretionary beneficiary 
hecause the creator of the trust treated him in a preferred manner. 
Since there appears to be no valid reason why both types of benefici- 
aries should not be treated alike from an income tax point of view, 
both should be included in the first tier. 

Distributions by estates (sec. 663) 

The great majority of decedents’ estates in the process of admin- 
istration are small estates with a relatively small amount of income. 
They are frequently administered by persons who are unfamiliar with 
the tax laws. It is particularly important, therefore, that there be a 
simplified statute affecting the income taxation of distributions by 
estates even though some inequity might result from the simplifica- 
tion. I, therefore, suggest that an estate of a deceased person be 
taxed in the same manner as an individual during the period of 
administration of the estate. The executor or administrator of the 
estate would then file a simple income tax return since distributions 
would not be deductible. The executor or administrator would then 
not have to be concerned with the question whether distributions 
were deductible or whether they were taxable to the distributees. 
All distributions by the estate would then be tax free to the recipients 
because all the income would have been taxed to the estate. 

This proposal would subject the beneficiaries of many large estates 
to a tax disadvantage because the estate in many cases would be 
subjected to higher income-tax rates than would be the beneficiaries 
of the estate. However, as indicated above, the advantage of sim- 
plicity seems to me to outweigh this disadvantage. 








STATEMENT BY GEORGE CRAVEN IN REGARD TO PRO. 
POSED TREATMENT OF CHARITABLE DISTRIBUTIONS 


I disagree with the part of this report which deals with the proposed 
treatment of income of an estate or trust which is paid to or perma- 
nently set aside for charitable organizations. 

We are not concerned with whether C ongress will wish to continue 
the unlimited deduction for charitable distributions which has been 
in force since the Revenue Act of 1924 but suould assume that the 
deduction will be continued. We are concerned only with the proper 
method of treating that deduction for income tax purposes. 

The present section 643 (c) allows as a deduction in computing 
taxable income amounts of gross income without limitation which are 
paid to or permanently set aside for charitable organizations. The 
proposed amendment would change that rule by treating a charitable 
organization as a beneficiary of distributable net income. I agree 
that such change should result in simplification of the law. How- 
ever, if the charitable organizations are treated as beneficiaries, it is 
my view that they should be treated in exactly the same way as 
individual beneficiaries and that if there are charitable beneficiaries 
and individual beneficiaries of the same trust, the individual bene- 
ficiaries should not be required to pay a greater tax on distributions 
than they would pay if the other beneficiaries were individuals. 

Examples are given in the report of supposed tax avoidance which 
would be possible under the proposed amendment if a charity were 
treated in the same way as an individual. Example 1 is a case where 
the trust instrument requires the trustee to pay all the income to a 
charity and to pay to the grantor’s wife each year an amount equal to 
that year’s income. I fail to see that this provision presents any 
means of tax avoidance or why the wife should be taxed on an amount 
of principal if all the income is paid to someone else, whether an 
individual or a charity. If income is accumulated for a charity or 
another individual, there may be justification for treating as a distribu- 
tion of income a distribution of principal to an individual. However, 
if all the income is paid out currently to an individual or a charity, 
there is no justification for taxing as a distribution of income a dis- 
tribution of principal to an individual. The principal of the trust 
would be reduced each year by the amount of the distribution from 
principal and the principal distributions plainly would be gifts. 
Moreover, I doubt that the 16th amendment would justify taxing 
an individual on such distributions of principal, and I think the 
statute would be unconstitutional if it attempted to tax such dis- 
tributions of principal to the individual. 

Similarly, if the trustee is given discretion to make distributions to a 
charity from income and distributions to an individual from income 
and principal and distributions of income are made to a charity and 
distributions of income or principal or both are made to the individ- 
ual, the individual should be taxed on only the amount of distribut- 
able net income remaining after reducing such income by the amount 
of income paid to the charity. 


74 





ESTATES, TRUSTS, BENEFICIARIES, AND DECEDENTS 75 


It is probable that few cases would arise where income is paid to a 
charity and principal is paid from the same trust to an individual. 
However, the fact that such cases seldom would arise is no justifica- 
tion for distorting the tax law in this fashion. On the other hand, the 
very fact that few such cases would arise is a strong argument against 
a statute which would produce such results. 

One result of treating charitable beneficiaries differently from in- 
dividual beneficiaries is that where deductible items are paid from 
corpus, the individual may be deprived of all or part of the benefit of 
deductions for items paid from corpus. For example, suppose that a 
trust instrument provides that one-half of the net income shall be paid 
to X charity and the other half to Y, an individual. Suppose that in 
the taxable year the trust has ordinary taxable income of $10,000, of 
which $5,000 is paid to X and $5,000 to Y, and that the trustee pays 
$2,000 of commissions from principal, resulting i in distributable net 
income of $8,000. If both beneficiaries were individuals, each would 
be taxed on one-half of the distributable net income, or $4,000. How- 
ever, under the proposed statute, because the other beneficiary is a 
charity, the individual would receive no benefit from the $2,000 de- 
duction, but would be taxed on $5,000. 

It is my view that the results produced by the proposed statute 
would be inequitable and that a charitable organization should be 
treated in all respects the same as an individual beneficiary. If it is 
thought that the only alternative to the statute now in force is a 
statute which would produce the results produced by the proposed 
statute, it is my view that the present statute should not be changed. 
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THROWBACK RULES 
STATEMENT OF GEORGE CRAVEN 


It is my view that the provisions of the 1954 Code enacting the 
throwback rules should be repealed and that no effort should be made 
to continue those rules. I favor this action on the ground that the 
loss of revenue which those rules may prevent is not sufficient to 
justify burdening taxpayers and the Internal Revenue Service with 
rules so intricate and cumbersome. 

I understand that the throwback rules were designed to prevent 
loss of revenue in two areas: (1) multiple trusts created by the same 
grantor to accumulate income for substantially the same beneficiaries 
and (2) other trusts which provide for accumulation and distribution 
of trust income in alternate years or short periods of years. Other 
provisions of the 1954 Code which, with certain exceptions, tax all 
trust distributions in any year as distributions of current income, 
prevent the use of trusts to accumulate income each year and distribute 
it free of tax to beneficiaries in the succeeding year. 

It is doubtful that the throwback rules, even if strictly enforced, 
would deal effectively with multiple trusts. Such trusts are usually 
created for a period much longer than 5 years, and it would not be 
administratively feasible to have the throwback rules reach back to 

the entire period for which such trusts are in existence. The Ad- 
visory Group on Subchapter J has proposed a statute which would 
deal with multiple trusts by consolidating all the income accumulated 
each year and taxing it as if received by one trust entity. The pro- 
posed statute, which is set forth in H. R. 11997, introduced April 17, 
1958, would be much more effective than the throwback rules to deal 
with such trusts. 

No one can estimate whether any substantial loss of revenue is in- 
volved in trusts which provide for the accumulation of income and its 
distribution in alternate years or short periods of years. Inquiry 
made at several of the leading trust companies in the eastern part of 
the country fails to disclose the existence of any of such trusts. Of 
the 9 members of the advisory group, who specialize in fiduciary tax- 
ation in various parts of the country, only 1 or 2 know of the actual 
existence of such a trust. It is doubtful that any large amount of 
revenue is lost through the use of such trusts. Moreover, the appli- 
cation of the throwback rules to cases where the beneficiary had little 
or no income in the 5 preceding years in which the income was ac- 
cumulated by the trust and the ‘allowance to the benefici iary of credit 
for taxes paid by the trust on such income usually will result in tax 
refunds to the beneficiary. 

The throwback rules are understood by only a small percentage of 
fiduciaries throughout the country, and the rules are a major source 
of irritation to those who understand them. 

When a trustee receiving proper tax advice is considering making a 
distribution which may be an accumulation distribution, a computa- 
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tion is usually made of the tax results under the throwback rules. If 
the tax is sufficiently large, an effort is usually made to avoid or mini- 
mize the effect of the throwback rules. This effort often results in 
an undue postponement of the distribution of the income. 

The throwback rules are so intricate and their application so burden- 
some that it is doubtful that they are susceptible of proper adminis- 
tration. Their application involves recomputing the tax of the trust 
and of one or more beneficiaries for each of 5 years preceding the year 
of distribution, taking into consideration various classes of income as 
well as deductions, credits, and amounts of income which have been 
distributed. The Internal Revenue Service has issued schedule J, to 
be filed with the fiduciary return on form 1041, calling for informa- 
tion in reference to “allocation of accumulation distribution’’; that 
is, a distribution of income which exceeds distributable net income 
of the trust for the current year and which will be treated under the 
throwback rules as a distribution of prior years’ income. No doubt 
this form is as simple as any form which could be prepared to deal 
with the throwback rules. However, a glance at the form and the 
instructions on the back is sufficient to support the view that the 
rules are almost incomprehensible to a large percentage of tax special- 
ists, let along the average smalltown banker or individual fiduciary 
who does not have access to skilled specialists in this field. 

Available information indicates that comparatively few schedules 
of accumulation distributions have been filed by fiduciaries throughout 
the United States. The failure to file such schedules probably may 
be explained on two grounds: (1) The throwback rules are so intricate 
that they are not understood and consequently are ignored by those 
who do not have expert knowledge of the subject, and (2) care is taken 
by fiduciaries who are familiar with the rules to make sure that dis- 
cretionary distributions of trust income are made in such manner as to 
avoid as far as possible the application of the throwback rules. The 
average fiduciary has heard of the throwback rules, but he does not 
understand how to make the necessary computations and leaves it to 
the revenue agent to police the statute. 

My experience indicates that few revenue agents have sufficient 
knowledge to enable them to apply the throwback rules properly. 
It is true that, if sufficient time is devoted to training a large staff of 
agents and to the audit of fiduciary returns, revenue agents should be 
able to apply the throwback rules correctly. However, it is my belief 
that the time required to learn the rules and apply them in auditing 
returns could be spent more profitably in other areas of the income- 
tax law. Moreover, many problems are left unanswered by the 
statute, and, if an effort is made to enforce the rules strictly, there 
will be much litigation. 

Tax specialists with sufficient skill in the trust field can devise 
trust instruments which will largely avoid the application of the throw- 
back rules. The result, in the case of trusts created after the enact- 
ment of the throwback rules, is that the rules will not apply to large 
trusts, established under the guidance of those having expert knowl- 
edge in the field, but will apply only to small trusts, pr repared without 
such guidance. Those considerations lead me to the belief that the 
amount of revenue produced or saved by the throwback rules does not 
justify the burden to taxpayers and revenue agents of learning and 
applying the rules. 
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If the throwback rules are retained, the burden of their application 
and administration would be alleviated by (1) increasing the amount 
of the accumulation distribution which must be made in order to 
cause the rules to apply and (2) reducing the 5-year period for which 
accumulated income is taxed to beneficiaries. 

Under the existing statute, the throwback rules apply if the accu- 
mulation distribution exceeds $2,000. It is my belief that if such 
amount is increased to $10,000 or even $5,000, the application of the 
rules to small- and medium-size trusts will be largely eliminated, with 
a negligible loss of revenue. 

The major burden to fiduciaries and to revenue agents in the appli- 
cation of the throwback rules is the necessity of recomputing the 
taxes of the fiduciary and the beneficiary for the 5 years preceding 
the year of distribution. This burden would be reduced greatly if 
the throwback rules were limited to income accumulated in a trust 
during the preceding 2 or 3 years. It is my understanding that the 
throwback plan originated with a draft submitted by the American 
Law Institute. The draft and the accompanying recommendation 
provided for the application of the rules to income accumulated by a 
trust in the 2 years prior to the year of distribution. (See American 
Law Institute Tentative Draft No. 7 of Federal Income Tax Statute, 
dated May 14, 1952, pp. 148, 423.) 





Carlysle A. Bethel joins in the above statement. 

Kenneth W. Bergen and Rupert Gresham agree with the part of 
the above statement which advocates an increase in the $2,000 mini- 
mum accumulation distribution which causes the throwback rules to 
apply and a reduction in the 5-year period to which the rules apply. 

Carter T. Louthan favors increasing the minimum accumulation 
distribution from $2,000 to $5,000. 











STATEMENT OF LAURENS WILLIAMS 


If the statute which this advisory group has recommended to deal 
with the problem of multiple trusts, or similar legislation having the 
same purpose and effect, is enacted by the Congress, I believe the 
dollar amount of an accumulation distribution which would bring the 
throwback rules into play could be very substantially increased with- 
out opening up any consequential avoidance area. Increase of such 
amount to $5,000 or even $10,000 would largely eliminate the applica- 
tion of the throwback rules to small- and medium-sized trusts, would 
relieve professional fiduciaries of a very substantial portion of the 
burden of administration they have under current law, and in my 
view would not open the door to sufficiently important tax savings to 
make it worthwhile for anyone to plan accumulations as a tax measure. 
I believe this would be a practical solution of the difficulty everyone 
recognizes presently exists, and would constitute an acceptable com- 
promise between the views of those who believe there should be no 
throwback rules and those who believe there should be such rules, 
applicable even where very small tax consequences are involved. 
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II 


SPECIAL REPORT ON ESTATES, TRUSTS, BENEFICIARIES, 
AND DECEDENTS 


INTRODUCTORY 


This special report has been prepared by the Advisory Group on 
Subchapter J pursuant to a request from Hon. Wilbur D. Mills 
to examine two possible solutions in regard to the income taxation 
of estates which might be substituted for the recommendation of the 
Advisory Group in H. R. 11997 which deals with this matter. Part I 
of this report is concerned with what is described as the “distributions 
in kind” approach to the problem and its adoption would require 
the amendment of section 663 (a) (2) of H. R. 11997 so as to limit the 
fiduciary’s discretion to identify estate distributions as being out of 
corpus to certain distributions made in property other than money. 
Part II points out the changes which would be required in H. R. 11997 
if an estate is taxed as a separate entity for some period of time 
without the allowance of any deduction during such period for 
distributions made to beneficiaries. 


PART I 
Hon. Witsur D. Mitts, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

My Dear Mr. CuHartrMan: Pursuant to your request we have con- 
sidered a ‘‘distributions in kind” approach as a possible substitute for 
the proposal in section 663 (a) (2) of H. R. 11997, under which the 
fiduciary has discretion to identify estate distributions as being out 
of corpus for a 3-year period. The following is thought appropriate 
to carry out the “distributions in kind” approach if your committee 
considers that preferable to our recommendation. 

Amend section 663 (a) (2) of H. R. 11997 to strike out the last two 
sentences and insert in lieu thereof the following: 

A payment shall be deemed to have been made from corpus of a decedent’s 
estate only to the extent it is properly made in property (other than money) 
owned by the decedent at the time of his death, or in property the basis of which 
is determined by reference to property so owned. For any taxable year or por- 
tion of a taxable year, whether before or after the 36-month period described in 
this paragraph, the distributable net income of an estate for such taxable year 
or such portion of a taxable year shall be reduced by that amount of income of 
the estate for such taxable year or portion of the taxable year which the dece- 
dent’s legal representative in good faith determines is required for the purpose 


of meeting existing or potential estate obligations which are payable out of 
estate income. 
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COMMENT 


Objections have been made to section 663 (a) (2) of H. R. 11997 
on the ground that it makes possible the placement of the income tax 
burden with respect to estate income, during the first 3 years, wherever 
the executor determines it is most advantageous to have it placed. 
Section 663 (a) (2) of H. R. 11997 would provide in substance that, 
during the first 3 years following the decedent’s death, amounts 
properly paid out of the corpus of an estate would not be income to 


the distributee. For the purpose of section 663 (a), estate corpus 
would be defined as follows: 


A payment shall be deemed to have been made from corpus of a decedent’s 
estate to the extent it is properly charged against corpus and designated as a 
distribution of corpus on the books and records of the estate by the fiduciary. 
Thus, if a distributee is entitled to receive corpus (not payable at 
intervals), whether cash or something else is distributed to him, such 
distribution could be designated as corpus by the executor and would 
not be taxable to the distributee; this could be done without regard 
to the amount of distributable net income of the estate for the year 
and even though the distributee were a person to whom income could 
also be distributed. 

An inroad on the freedom of the fiduciary to control tax conse- 
quences would be made if the definition of what is a distribution of 
estate corpus were to be narrowed. If the definition of estate corpus 
is restricted to property (other than money) owned by the decedent 
at his death, or property the basis of which is determined by reference 
to property owned at death, the executor would still be able to de- 
termine where the income tax burden would fall by determining 
whether to distribute cash or property other than cash. However, 
once property (other than cash) was distributed the executor would 
have no control over where the income from such property would be 
taxed in the following year. Thus, his power to control tax conse- 
quences would be dimmmished when corpus distributions could be made 
only from property (other than cash) owned by the decedent at his 
death, or having a basis determined by reference thereto. 

Drawing ‘ha tine as to corpus distributions of property (other than 
cash) owned by the decedent at his death, or having a basis determined 
by reference thereto, would place outside of the category of such dis- 
tributions property representing the reinvestment of cash received 
after death as a result of the redemption of stock or bonds owned at 
death, even though such redemption was involuntary so far as the 
estate was concerned. Furthermore, if the line is so drawn, an exec- 
utor would have to take into account the tax consequence in determin- 
ing whether to sell an asset owned by decedent at his death and rein- 
vest the proceeds. 

The above proposal is submitted on the assumption that all other 
provisions of the bill (H. R. 11997) proposed by the Advisory Group 
will be enacted. Thus, the extension of the separate share rule to 
estates (sec. 663 (c)), the proposal to allow tax-free distributions of 
specific sums of money and specific property in not more than 3 tax- 
able years (sec. 663 (a) (1)), and the broadening of section 642 (h) 
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(unused loss carryovers and excess deductions on termination) to 
include termination of separate shares, are all assumed. 
Respectfully submitted. 

A. James Casner, Chairman, 

KENNETH W. BERGEN, 

CariysLeE A. BETHEL, 

GEORGE CRAVEN, 

Rupert GRESHAM, 

JAMES P. JOHNSON, 

Carter T. LourHan, 

Weston VERNON, Jr., 

LAURENS WILLIAMS, 

Advisory Group on Subchapter J. 





PART II 


Hon. Wiisur D. Mitts, 
Chairman, Committee on Ways and Means, 
House of Representatiwes, Washington, D. C. 

My Dear Mr. CHarrMan: At your request we have given specific 
consideration to the treatment of decedent’s estates as entities, 1. e., 
as individuals, without any deduction for distributions to beneficiaries, 
for purposes of income taxation. 

At least two approaches to the “entity” treatment of estates are 
possible. One of these would treat the estate as an extension of the 
decedent’s existence for all purposes. Carried to its logical conclu- 
sion, this approach would include adaptations of provisions of present 
law involving the filing of joint returns; head of household status; 
deductions for dependents; and medical expense deductions. <A 
majority of the Advisory Group feel that this approach would result 
in increased complexity, rather than simplification. While any one 
or more of these elements could be arbitrarily eliminated, complica- 
tions would remain in those elements retained, while the elimination 
of any such element would destroy the symmetry in the concept of 
a continuation of the decedent’s existence. 

A majority of the Advisory Group therefore feel that, if the “entity” 
treatment is to be adopted, these complications should be eliminated, 
and an estate be taxed substantially as under present law except that 
no deduction would be allowed for distributions to beneficiaries, and 
the distributions would not be taxed to the recipients. It is believed 
that this objective could be accomplished by the following proposed 
changes in H. R. 11997: 


SEC. 641. IMPOSITION OF TAX. 


(a) No change. 
(b) CoMPUTATION AND PaYMENT.— 

(1) GENERAL RULE.—The taxable income of an estate or trust shall be 
computed in the same manner as in the case of an individual, except as 
otherwise provided in this part. The tax shall be computed on such taxable 
income and shall be paid by the fiduciary. 

(2) SPECIAL RULE FOR TAXATION OF ESTATES AND BENEFICIARIES.— For the 
taxable years of an estate beginning not more than 36 months after the date of 
the decedent’s death, no deduction shall be allowed under section 661 (relating 
to deductions for distributions to beneficiaries), and no distributions by 
the estate during such taxable years shall be included in the gross income of 
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the beneficiaries under section 662. For such taxable years the estate shall 
be allowed the deductions provided in section 642 (c) (2) (relating to Amounts 
paid or permanently set aside for a charitable purpose). 

(c) No change. 


SEC. 642. SPECIAL RULES FOR CREDITS AND DEDUCTIONS. 
(a) No change. 
(b) No change. 
(ec) DepucTION FoR CHARITABLE, ETC., CONTRIBUTIONS.— 

(1) GENERAL RULE.—In the case of an estate or trust, the deduction 
allowed by section 170 (relating to deduction for charitable, etc., contributions 
and gifts) shall not be allowed, but the estate or trust shall be allowed a 
deduction for such contributions and gifts to the extent provided in paragraph 
(2) of this subsection or in sections 661 and 663 (d). 

(2) SPECIAL RULE FOR ESTATES.— 

(A) Depuctrion —For any taxable year of an estate beginning not 
more than 36 months after the decedent’s death, the estate shall be al- 
lowed as a deduction in computing its taxable income (in lieu of the deduc- 
tions allowed by section 170 (a), relating to charitable, etc., contributions 
and gifts) any amount of the gross income, without limitation, which pur- 
suant to the terms of the governing instrument is, during the taxable 
year, paid or permanently set aside for a purpose specified in section 
170 (c), or is to be used exclusively for religious, charitable, scientific, 
literary, or educational purposes, or for the prevention of cruelty to 
children or animals, or for the establishment, acquisition, maintenance 
or operation of a public cemetery not operated for profit. 

(B) CHaracter.—The amount of income of any taxable year paid or 
permanently set aside for a purpose specified in this subsection shall 
be treated as consisting of the same proportion of each class of items of 
income entering into the income of the estate for that year as the total 
of each class bears to the total of all classes, unless the terms of the 
governing instrument or applicable local law specificially allocate 
different classes of income to different beneficiaries. No deduction shall 
be allowed for any amount paid in the taxable year if such a deduction 
was allowed or allowable for such amount for a preceding taxable year 
because permanently set aside in such preceding taxable year. 

(C) LimiraTIoN ON pDEDUCcTION.—To the extent that the amount 
specified in subparagraph (A) is treated as consisting of— 

(i) capital gains—proper adjustment of the deductions otherwise 
allowable under subparagraph (A) shall be made for any deduction 
allowable to the estate under section 1202; 

(ii) dividends for which a credit under section 34 is allowable 
for the current year—the credit otherwise allowable with respect 
to such dividends shall be disallowed. 

(d) through (j) No change. 
SEC. 643.—DEFINITIONS. 

Amend section 643 (a) (defining distributable net income) by adding a new 
paragraph as follows: 

(8) ExcLUSION FOR ESTATE.—In the case of an estate, distributable 
net income shall be reduced by any amount of income determined in good 
faith by the decedent’s legal representative to be required for the purpose 
of meeting existing or potential estate obligations payable out of income.’’ 


SEC. 661.—_DEDUCTION FOR ESTATES AND TRUSTS ACCUMULATING 
INCOME OR DISTRIBUTING CORPUS. 


Amend so much of section 661 (a) as precedes paragraph (1) to read as follows: 
“‘(a) Depuction.—In any taxable year there shall be allowed as a deduc- 
tion in computing the taxable income of an estate or trust (other than a 
trust to which subpart (B) applies, and other than an estate for taxable 
years beginning not more than 36 months after the decedent’s death to which 
section 641 (b) (2) applies), the sum of —”’ 
Under the above proposal the following results would be obtained: 
1. Continuance of the entity treatment for taxable years beginning 
not more than 36 months after the decedent’s death (sec. 641 (b) (2)). 
After that period, a continuing estate would be taxed as under present 
law as modified by H. R. 11997. That is, it would be taxed substan- 
33479—58 7 
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tially as a discretionary trust with the throwback provisions not 
applicable, but with the opportunity open to the Commissioner to take 
the position that administration has been unreasonably prolonged so 
that the estate should be considered as terminated and treated as a 
trust for all purposes. 

2. Substitution of a special charitable deduction for contributions 
made out of gross income of current or past years (sec. 642 (c) (2)) 
corresponding to the deduction under section 642 (c) of present law. 
As in present law, if a charitable contribution is traceable to long- 
term capital gains of the current or a prior year, proper adjustment 
must be made in the amount of the charitable deduction for the sec- 
tion 1202 deduction allocable to the contribution. A similar rule is 
proposed with respect to the dividend credit. 

3. Substitution for all of section 663 (a) (2) of H. R. 11997 (which 
excludes distributions of corpus by estates from taxation to bene- 
ficiaries under section 662) of a limited exclusion from distributable 
net income of estates (applicable after termination of the 36-month 
period referred to above) for income retained for the payment of 
income charges (sec. 643 (a) (8)). 

In addition, conforming amendments to sections 167 (g) and 611 
(b) (4) (relating to deductions for depreciation and depletion) would 
be required.! With regard to the effective date, it is believed that the 
proposed amendments contained in sections 641 (b) (2) and 642 (c) 
(2) should be made applicable only to estates of decedents dying after 
December 31, 1958. 

Two of the nine members of the Advisory Group are in favor of 
the taxation of estates as entities, and the remaining seven members 


are opposed. The views of both groups are submitted in separate 
statements in the appendix. 


Respectfully submitted. 


A. James Casner, Chairman, 
KENNETH W. BERGEN, 
CarLysLE A. BETHEL, 
GEORGE CRAVEN, 
Rupert GRESHAM, 
JAMES P. JOHNSON, 
Carter T. LouTHAN, 
Weston VERNON, JF., 
LauRENS WILLIAMS, 
Advisory Group on Subchapter J. 


1 NotE.—Secs. 167 (g) and 611 (b) (4) would be amended by adding at the end of each section the following: 
**, except that such deduction shall be allowed to an estate to the extent (1) income from property subject 
to depreciation or depletion is included in the — income of the estate, (2) such deduction is not proper] 
allocable to gross income with respect to which a deduction is allowable under section 642 (c) (2), and (3 
the deduction under section 661 is not allowed to the estate by reason of section 641 (b) (2).”’ 











SUGGESTED AMENDMENT TAXING INCOME TO A 
DECEDENT’S ESTATE AS AN ENTITY 


VIEWS IN FAVOR OF AMENDMENT 


Under the suggested “entity”? method of taxing income of estates, 
income received by decedents’ estates would be taxed to the estate for 
36 months plus the remainder of the taxable year in which the 36- 
month period expires. During this period no deduction would be 
permitted the estate for distributions of income made to beneficiaries 
and such distributions would be tax free to the recipients. Thus, 
income would be taxed to estates in a manner similar to the way it is 
taxed to individuals. This period was chosen because it was thought 
that the great majority of estates would be wound up within that 
time. If it is found that a considerable number of estates continue 
beyond that time, Congress could provide for a period which would 
cover most estates, or in the alternative, that the entity period continue 
for the full period of administration of the estate. In the latter 
event, the present rule that such period should not extend beyond a 
reasonable time would be applicable. 

The great virtue in the entity approach is its relative simplicity. An 
executor or administrator would find his duties less onerous if the 
estate’s income-tax return as well as the income-tax returns of dis- 
tributees of the estate were not affected by distributions made by the ° 
estate. Under today’s rule the legal representatives of an estate 
should before the end of each fiscal year of the estate give consideration 
to the tax consequences of distributions or lack of distributions to the 
estate and its beneficiaries. The executor or administrator is fre- 
quently under pressure from some beneficiaries to distribute income 
and from others to accumulate income. The direction of the pressure 
depends on whether the beneficiary is in a lower or higher income-tax 
bracket than that of the estate. The same pressures would continue 
under the rules suggested by the majority of the Advisory Group on 
Subchapter J. They would cease under the entity approach because 
income would be taxed to the estate regardless of distributions. 
There would be pressure by beneficiaries in lower income brackets 
than that of the estate for distribution of the income-producing 
property in order to have the income taxed to them, but such a 
pressure would in many cases be healthy since it would expedite the 
administration of estates. 

During the entity period there would be no need for concern over the 
troublesome and frequent question of what part of a distribution from 
an estate represented corpus and what part income. This question is 
currently plaguing the legal representatives of estates and would 
continue to plague them under the proposal of the Advisory Group on 
Subchapter J. It would not under the entity method because during 
the entity period all distributions would be tax free to the distributees 
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regardless of the source of the distributions and the estate would be 
taxed on all its income. 

Objections raised to the entity approach by the majority of the 
Advisory Group on Subchapter J and the answers thereto are set 
forth below. 


Objection 1 


It would be inequitable to have distributed income taxed to the 
estate at higher rates than those of the distributees when income re- 
ceived by the distributees from other sources is taxed at the lower 
rates of the distributees. The vast majority of estates are less than 
$50,000 and many have widows and children dependent on income of 
the estate who would be deprived of their exemptions and deductions 
by having income taxed to the estate. Inequities would exist in that 
beneficiaries in different income brackets would have income to which 
they would be entitled taxed at the same brackets in the estate. 


Answer 


The fact that an estate would pay a tax at its income brackets 
rather than having the beneficiaries taxed at their brackets does not 
seem to be inequitable. Under the entity rule the estate is a separate 
taxpayer and it may be in higher or lower income brackets than the 
beneficiaries, depending on the circumstances. In one case it would 
work out to the tax disadvantage of beneficiaries entitled to the income 
and in the other to their advantage. This is not a matter of equity 
but is the result of a change in the method of taxing income of estates. 

It should be pointed out that the gross income of the great majority 
of estates would be under $2,000. Offset against this income would be 
the $600 exemption and taxes and expenses, including administration 
expenses. Assuming deductions equal to the standard deduction allowed 
individuals, the maximum income tax to the estate would be $242. In 
small estates the administration expenses ordinarily will be taken as 
deductions on the income-tax return and in most cases would reduce 
the taxable income very substantially. The amount of income tax 
payable under the entity approach in many cases would be the same 
as is paid under existing law in any event since many estates do not 
make any distributions during the first year of administration, the 
period which creditors have to present their claims. After the first 
year small estates are rapidly distributed to the needy beneficiaries 
who have the income taxed to them directly. Thus, this objection 
would have limited application. Furthermore, any income tax to 
the estate would often be less onerous than the extra cost to the estate 
resulting from the income-tax complications arising out of the existing 
statute. In other words, the simple entity approach would frequently 
be less costly than a complicated statute with less tax. 

In the case of substantial estates, beneficiaries in lower income 
brackets than the estate can obtain the benefits of such lower brackets 
by having a distribution of the income-producing property to them. 
If the executor or administrator is concerned that there may not be 
sufficient property in the estate to pay claims which may arise against 
the estate, he may insist on an agreement (sometimes known as an 
“accountable receipt’’) that the property or its equivalent in cash will 
be repaid to the executor or administrator if needed to pay such 
claims. This procedure would be particularly adaptable to cases 
where an estate is left in trust under the decedent’s will, the usual 
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disposition of a large estate. True, this procedure would involve 
some tax planning, but this should not be a serious problem since 
large estates are generally represented by persons well versed in the 
intricacies of the tax laws. 

Moreover, persons with large estates could avoid having the entity 
theory applied to their estates on death by transferring their property 
to a revocable trust prior to death. Then the trust rules would be 
applicable immediately upon death. In fact, this is being done by 
a great many wealthy persons today. 

Objection 2 


The entity method would not simplify but rather would complicate 
the taxation of income of estates for the reasons that the administra- 
tion of some estates would not be completed within the entity period 
so that a person involved in the administration of estates would have 
to learn not only the rules applicable to the entity method but the 
rules applicable after the entity period expired. ‘There would have 
to be an allocation of various classes of income in cases where there are 
charitable beneficiaries of an estate. A further allocation would have 
to be made between nontaxable income received by a trust from an 
estate during the entity period and the taxable income received by the 
trust from property previously distributed from the estate. In States 
having an income tax, estates and fiduciaries will be required to follow 


one set of rules for Federal tax purposes and a different set of rules for 
State-tax purposes. 


Answer 


This objection is without merit. No other system for taxing in- 
come of estates has been suggested which would be as simple as the 
entity method. Two sets of rules would have to be learned only in: 
the few instances where the period of administration were prolonged, 
beyond the entity period and those cases would generally involve 
large estates with sophisticated tax advisers. Small estates would in 
most instances be wound up within the entity period in which case 
only the simple rules applicable to the entity method would be applic- 
able. Moreover, the proposal of the majority of the advisory group 
would likewise involve two sets of rules with the set applicable during 
the earlier period of administration being more complicated than that 
applicable to the entity method. True, there would have to be an 
allocation of various eae of income in the few cases where there 
are charitable beneficiaries, but so would there be under the majority 
proposal. No such allocation would have to be made in the great 
majority of estates having individual beneficiaries. Such an alloca- 
tion would have to be made under the majority proposal. The 
allocation between nontaxable income received by a trust from an 
estate during the entity period and the taxable income received by 
the trust from other sources would be no more difficult than the 
frequent allocation made by a trust between taxable and tax-exempt 
income. That there would be a different set of Federal rules from 
those applicable to the State taxation of income would be true in the 
case of the majority proposal. Furthermore, making Federal law 
coincide with the differing State laws would not only be impossible 


because such State laws vary but would not necessarily involve the 
best Federal solution. 
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Objection 3 


The entity method would partially reverse measures previously 
taken by Congress to prevent distributed income from being taxed to 
an estate or trust. Attention is called to certain decisions permitted 
the use of trusts by taxpayers providing for the tax-free payment of 
annuities or for the accumulation of income in one year and its dis- 
tribution in a later year tax free. Congress enacted laws making these 
distributions taxable to the beneficiaries and the entity rule would 
again permit tax-free distributions to beneficiaries. 

Answer 


The use of trusts for the purposes indicated above were tax-avoid- 
ance devices employed by taxpayers in high income brackets. Such 
devices were accomplished by reason of technical distinctions made 
between corpus and income and of tracing the source of trust distri- 
butions. Congress enacted legislation to prevent the loss of revenue 
resulting from these devices. The entity rule bears no resemblance 
to them since no manipulation could be accomplished and loss of rev- 
enue is not an important consideration. True, distributions from es- 
tates would be tax free to beneficiaries but there would or would not 
be a tax advantage depending on whether the estate was in lower or 
higher income brackets than its beneficiaries. This situation can 
hardly be compared to that of the variety of trusts employed some 
years ayo by wealthy persons for the saving of income taxes. 
Objection 4 

The responsibilities of the executors and administrators would be 
increased because pressures would be put upon executors or administra- 
tors by beneficiaries in lower income brackets than the estate to dis- 
tribute the income-producing property. Executors or administrators 
would have to be careful that all income of the estate was distributed 
before the expiration of the entity period lest income received by the 
estate during the entity period and distributed after the close of such 
period would be taxable income to the beneficiaries for the year of 
distribution. 

Answer 


While it is true that executors and administrators would have 
certain responsibilities under the entity rule, the responsibilities seem 
light in comparison with those under the proposal of the majority of the 
advisory group. Under that proposal executors and administrators 
must not only concern themselves with the income brackets of the 
estate and their beneficiaries in order to administer the estate to the 
best tax advantage of all concerned, but also with questions involving 
allocations of various types of income and deductions as well as whether 
distributions to beneficiaries are out of corpus or income. 

It is not clear why all income of the estate during the entity period 
would have to be distributed prior to expiration of the entity period 
to avoid tax burdens to beneficiaries. Subsequent to that period the 
trust rules would be applicable to estates aid income would then be 
regarded as required to be distributed currently and therefore taxable 
to the beneficiaries. The income accumulated during the entity period 
would not be taxed to the beneficiaries even though distributed after 
the expiration of the entity period unless the distributable net income 
for the year were in excess of the current probate net income required 
to be distributed. It is difficult to understand how there could be 
such an excess. 
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Objection 5 


The entity rule would result in increased litigation because of novel 
questions which would arise out of a change in the present statutory 
plan with its rules of construction which have become well established. 
It was stated, for example, that controversies would arise over whether 
title to property of the decedent had vested in beneficiaries which 
would make the income taxable to them and not to the estate during 
the entity period. 

Answer 


The same questions as to who has title to property would continue 
under the proposal of the majority of the advisory group. In both of 
those instances, income must be included in the gross income of the 
person owning the property. Thus, the problems would be no more 
difficult under the entity theory. 

There is no doubt that new questions would arise under the entity 
rule which would result in litigation. However, it is doubtful that 
there would be as much litigation under the entity rule with its basic 
simplicity as there would be under the complex trust rules of the 
present statute or of the proposal of the advisory group. The present 
statute was adopted in 1954 and carries with it many new questions 
of construction. The proposal of the majority of the advisory group 
would be new with the result that there would also be many new 
problems which would result in litigation. Whether there would be 
more or less litigation resulting from one method over that of another 
is a matter of pure speculation. But it should follow that the simpler 
a statute the fewer questions there would be. 


Objection 6 

Under the entity rule foreign income received by a resident estate 
would be taxed to the estate even though currently distributed to a 
non-resident-alien beneficiary and foreign income received by a foreign 
estate would avoid taxation altogether even though currently dis- 
tributed to a citizen or resident. It would violate the spirit and 
probably the letter of certain tax treaties if all income from domestic 
sources which is distributed to residents of the treaty countries was 
taxed to the estate at rates applicable to a citizen or resident 
individual. 
Answer 


The entity rule brings about « basic change in the treatment ac- 
corded income of estates in order to simplify our taxing system for 
the great majority of estates. Certain income-tax consequences fol- 
low this change which are applicable to residents and nonresidents 
alike. The fact that the change may have an adverse effect on non- 
residents is not in itself a sufficient reason to preclude the change if 
it otherwise is justified. 

Sixteen of the 20 tax conventions negotiated by the United States 
contain express “savings clauses’ which allow each treaty govern- 
ment the right to tax its citizens, residents, and legal entities in ac- 
cordance with its own tax laws irrespective of treaty changes. These 
savings clauses were designed to allow the contracting governments to 
make general changes in their tax laws. Otherwise, even such things 


as changes in rate structures could be assailed as violations of these 
treaties. 
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Furthermore, it is at least arguable that the treaties themselves 
contain no prohibition against taxing estates as entities. For example, 
article VI of the convention with Denmark provides: 

Dividends shall be taxable only in the contracting state in which the share- 


holder is resident or, if the shareholder is a corporation or other entity, in the 
contracting state in which such corporation or other entity is incorporated or 


organized. 

Although it can be argued that the words “incorporated or organized” 
does not apply to estates, it is clearly the intent of the convention to 
permit a contracting state to tax entities within its boundaries on 
dividends received by such entities regardless of the beneficial owner- 
ship. The authority for exempting from taxation distributions to 
residents of treaty countries seems to be largely contained in the 
regulations issued incident to the conventions. Moreover, the regu- 
lations grant such exemptions only to the extent that the income is 
included in the distributive share of the nonresident alien who is 
the beneficiary of the estate or trust. There is no provision for 
exempting income which is to be accumulated. 

Thus, it does not appear that taxation of estates under the entity 
method would necessarily involve violations of tax treaties. In view 
of the broad powers reserved in the savings clauses contained in 
almost all of the conventions and the apparent absence of a violation 
of any of the express provisions of the treaties, it appears that this 
proposal would be a proper subject of congressional legislation. Fur- 
thermore, such an approach would not appear to violate the spirit 
of such treaties, for it would be part of our general scheme of taxation, 
not unlike the present treatment of corporations as separate and 
distinct legal entities. 

Moreover, in our view, such tax-treaty considerations should not 
in perpetuity prevent adoption of important improvements in our 
domestic taxing system. 

CONCLUSION 


No rule will be suitable to every person. No rule will be perfect. 
Each rule, therefore, must be weighed in the light of alternatives. 
In this perspective, the entity rule with its basic simplicity appears 
to have the greatest virtue. Executors or administrators of small 
estates, many of whom keep their only accounting records in check- 
books, would have far less difficulty with the income-tax return of the 
estate under the entity rule than under any other rule. Since the small 
estates constitute the great majority of estates they should be given 
primary consideration. 

The inequities and complexities of the current law have made it 
unworkable and unsatisfactory. The proposal of the majority of the 
Advisory Group while solving many of the problems existing under 
the current law would extend the application of the complex trust 
rules to estates and in addition would open up a tax-avoidance area 
through permitting legal representatives of estates to throw the burden 
of the income tax freely among the estate and the beneficiaries de- 
pending upon where the burden would be the lightest. 

It is suggested that the simplicity of the entity rule directs its 
adoption by Congress. 

Respectfully submitted. 

KENNETH W. BERGEN. 


LAvuRENS WILLIAMS. 
JUNE 26, 1958. 





VIEWS IN OPPOSITION TO AMENDMENT 


It has been suggested that the income-tax statute be amended to 
provide that all income received by a decedent’s estate during a speci- 
fied period after his death shall be taxed to the estate as an entity, 
regardless of whether or not distributions of income are made during 
that period. This memorandum sets forth the views of seven mem- 
bers of the Advisory Group on Subchapter J of the Internal Revenue 
Code, whose names appear below, in opposition to the suggested 
amendment. 

For the purpose of this memorandum it is assumed that under the 
suggested amendment, all income received by the estate in any taxable 
year beginning within 36 months after the decedent’s death would be 
taxed to the estate; that any income received by the estate durin 
such period would be free of tax in the hands of the beneficiaries, ant 
that after such period the income of the estate would be taxed in the 
same manner as under the present statute as modified by our proposed 
H. R. 11997. After the close of the 36-month period, as long as the 
estate continued in process of administration, income actually dis- 
tributed would be taxed to beneficiaries and income not distributed 
would be taxed to the estate. After the close of both the 36-month 
period and the period of administration, the income would be taxed 
in the same way as that of a distributable trust. Income received 
by the estate during the 36-month period and distributed to bene- 
ficiaries after that period would be taxed to the beneficiaries as a 
distribution of income of the estate for the year in which the distribu- 
tion is made, subject to the limitation that the amounts taxable to 
beneficiaries could not exceed distributable net income of the estate 
for the year of distribution. 


OBJECTIONS TO AMENDMENT 


After full consideration of the suggested amendment, 7 of the 9 
members of the advisory group have concluded that the suggested 
treatment of estates is inadvisable, for the following reasons: 

1. The results produced by the suggested plan would be less 
equitable than those produced by the present statute. 

2. The taxation of income to an estate as an entity would not 
result in simplification of the taxation of income of estates but 
would add to its complexity. 

3. The suggested plan would be a partial reversal of measures 
previously taken by Congress to prevent apparent abuses result- 
ing from the taxation of distributed income to an estate or trust. 

4. The responsibilities of executors and administrators would 
be increased by the suggested amendment. 

5. The suggested amendment would result in increased liti- 
gation. 

6. The suggested plan would make a complete change in the 
treatment of foreign estates and beneficiaries and would require 
exceptions in order to avoid violation of tax treaties. 
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In the discussion below, the period during which income would be 
taxed to an estate as an entity is referred to as the entity period. 
Reference is made throughout the discussion to the “present statute.” 
Wherever those words appear, the comment is applicable to the present 
law as modified by H. R. 11997 and also to the present law without 
such modification. 

DISCUSSION OF OBJECTIONS 


1. The results produced by the suggested plan would be less equitable 
than those produced by the present statute 


It cannot be determined in advance whether the suggested plan 
would produce more revenue or less revenue than the present statute. 
If an estate had beneficiaries with substantial other income, the tax 
imposed under the suggested amendment on income distributed during 
the entity period usually would be less than under the present statute; 
the smaller the number of such beneficiaries, the greater the tax saving 
by having the income taxed to the estate. If the beneficiaries had no 
substantial other income, a higher tax usually would result under the 
suggested amendment than under the present statute; the larger the 
number of such beneficiaries, the greater the additional tax resulting 
from taxing the income to the estate. It is probable that any addi- 
tional revenue resulting under the suggested statute from cases of the 
second type would be offset by the loss of revenue in cases of the first 
type. As a practical matter, where the beneficiaries have substantial 
other income, the tax result would be the same under the suggested 
plan as under the present statute, because in those cases fiduciaries 
at present do not distribute income currently and the income is taxed 
to the estate under the present statute. On the other hand, where 
the beneficiaries have little or no other income, fiduciaries make 
current income distributions for their needs, and the tax under the 
present statute would be less than under the suggested plan. 

There can be no valid objection by taxpayers to the present statute 
to the extent that it places the burden of the tax on those who receive 
the income in the taxable year. On the other hand, there would be 
serious objection by many taxpayers to the results produced by the 
suggested statute, which would arbitrarily tax all income to one tax 
entity, even though distributed to a number of beneficiaries. It is 
inequitable to require individuals to bear tax at higher rates, merely 
because income is received through an estate, than other individuals 
receiving the same amount of income from other sources. 

The taxation to the estate of income actually distributed in the 
year of receipt would be especially objectionable in the case of the 
typical small estate having as beneficiaries a widow and children to 
whom income must be distributed annually for living expenses. The 
vast majority of estates in the United States have a value less than 
$50,000. Under the present statute, the personal exemptions of the 
beneficiaries may result in the payment of no tax; while under the 
suggested amendment, the beneficiaries would be deprived of the 
benefit of their exemptions and deductions by having their income 
taxed to the estate. In many instances the suggested rule would 
operate to the advantage of beneficiaries in high income brackets 
and to the disadvantage of those in low brackets. 
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The suggested plan would in many instances result in inequities 
between two beneficiaries receiving disrtibutions from the same 
estate. One who is in low income-tax brackets would be required to 
bear tax at a higher rate by having the income taxed to the estate 
along with income distributed to another beneficiary. Another 
beneficiary, who is in high tax brackets, would benefit by having the 
income taxed at lower rates to the estate. 

Proponents of the suggested entity plan point out that some of the 
harsh results of taxing distributed income to the estate could be 
avoided if the executor made an early distribution of the assets of the 
estate, even though he took back security from the beneficiaries to 
protect him from liability arising from a premature distribution. 
They point out also that if a person transfers his property during 
lifetime to a revocable trust, trust rules would apply to the income 
received after his death, and the effect of the entity plan for taxing 
estates would be avoided. 

It would place an unnecessary burden on fiduciaries to expect them 
to distribute assets of an estate prior to the normal time for distribu- 
tion and to make it necessary for them to take security from benefi- 
ciaries in order to guard against liablity arising from such distribution. 
It seems objectionable to make tax results depend on whether a 
decedent has transferred property into a revocable trust during his 
lifetime instead of leaving it to be administered as part of his estate 
at death. Moreover, the very fact that it would be necessary to 
resort to such measures to avoid the effect of the entity plan under- 
scores one of the objectionable features of the plan. No such steps 
are necessary under the present statute. 


2. The taxation of income to an estate as an entity w ould not result in 


simplification of the taxation of income of estates but would add to 
us compleaxities 


The principal ground on which proponents of the entity plan urge 
its adoption is its supposed simplicity. They argue that under that 
plan it would not be necessary to apply the trust rules for determining 
the amount of income which is taxable to the estate and the amount 
which is taxable to beneficiaries. They say that in the case of the 
ordinary small estate, the executor would merely determine the in- 
come of the estate and compute the tax. However, in such cases, 
the only additional step required under the present statute is to de- 
duct the amount of distributed income before computing the tax. 
Hence, under the present statute, there is no appreciable additional 
burden on the executor in computing the tax of the estate. 

Moreover, under the entity plan, an executor or administrator 
could not determine income-tax consequences merely by applying 
the rules embodied in the suggested amendment; he must in addition 
apply all the applicable rules of the present statute. It is true that 
the administration of many estates having no will contest and no 
controversy over Federal estate tax or other matters may be com- 
pleted within 36 months after the decedent’s death. However, a 
period substantially longer than that is required to complete the ad- 
ministration of a great many estates. After the entity period has 
expired, the taxation of the income of such estates would be governed 
by the rules now in force. A fiduciary who attempts to prepare an 
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income tax return of an estate must apply both sets of rules, and many 
estates will be subject to both. 

If the plan provided for taxing income to an estate as an entity for a 
substantially longer period—say 48 months or 60 months—there would 
be fewer estates which would remain in process of administration at 
the end of the entity period. However, it seems inadvisable to have 
an unduly long entity period. In many cases where income would be 
taxable to the estate at lower rates than to beneficiaries, distribution 
of assets of the estate would be postponed until the expiration of the 
entity period. Even if an entity period of 5 or 6 years is selected, 
there would always be some estates which would remain in process of 
administration at the end of the entity period. In any event, fidu- 
ciaries must apply the rules for taxing income of an estate after the 
period of administration has expired. Moreover, the inequities to 
which we have referred in 2 above would be aggravated by prolongin 
the period during which income distributed to beneficiaries of staal 
estates is taxed to the estates as entities. 

In cases where all the beneficiaries are individuals, it would not be 
necessary under the suggested amendment to allocate various classes 
of income among income beneficiaries, as is required by the present 
statute. However, where one or more of the beneficiaries are chari- 
table organizations, it would be necessary under the suggested amend- 
ment to allocate various classes of income to the charitable bene- 
ficiaries. 

Where there is an estate and also a testamentary trust and distri- 
butions of principal and income are made to the trust during the 
entity period, there would be an additional problem of allocating 
income. The income received by the trust from principal previously 
distributed to it would be taxable income of the trust, while the 
income received by the trust from the estate would be free of tax. 
Where the two classes of income are distributed or are distributable 
currently to beneficiaries of the trust, presumably the income which 
is taxed to the estate would be treated in the hands of the trust bene- 
ficiaries in the same way as tax-exempt interest received by the trust. 

It is believed that the maximum simplicity in taxation of income 
of estates is achieved by the amendments set forth in H. R. 11997. 

Under the laws of many States having an income tax, an estate is 
allowed a deduction for current income distributions to beneficiaries. 
If the suggested amendment is adopted, unless the States make similar 
changes, fiduciaries of estates will be required to follow one set of 
rules for Federal-tax purposes and a different set of rules for State-tax 
purposes. Moreover, State income taxes paid by beneficiaries who 
receive income distributions during the entity period would not be 
available as deductions to the estate and, if the beneficiaries had no 
other income, the deductions would be wasted. 


$. The suggested plan would be a partial reversal of measures previously 

taken by Congress to prevent apparent abuses resulting from the 
taxation of distributed income to an estate or trust 

It was held in Burnet v. Whitehouse (283 U. S. 148 (1931)) and 

Helvering v. Pardee (290 U.S. 365 (1933)), that income distributed 

currently by an estate or trust in payment of an annuity is taxable 

to the estate or trust and not to the beneficiary. In cases such as 
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Commissioner v. Dean (102 F. 2d 699 (1939)), it was held that income 
received by an estate or trust in one year which was not required to be 
distributed until the following year could be distributed free of tax 
to the beneficiary in the following year. These decisions led to the 
use by taxpayers of trusts providing for the payment of annuities or 
for the accumulation of income in one year and its distribution in a 
later year. The 1939 Code, as amended by the 1942 act, and the 
1954 Code contain provisions which make such distributions taxable 
to the beneficiaries. The suggested amendment would accomplish 
in a broader area, although for a limited period of time, what the 
1942 and 1954 statutes were designed to prevent. 


4. The responsibilities of executors and administrators would be increased 


by the suggested amendment 

Under the suggested plan, income which did not pass through the 
hands of the fiduciaries during the entity period, such as income from 
principal previously distributed to beneficiaries and income from real 
property which passed directly to heirs or devisees, would be taxed 
to the beneficiaries and not to the estate. In cases where income 
would fall into higher brackets if taxed to the estate rather than to 
beneficiaries, the only way in which the fiduciary could reduce the tax 
burden would be by making distributions of principal as early as 
possible. This would result in subjecting the fiduciary to pressure 
from beneficiaries to distribute principal in order to reduce income 
tax. Even though there might be good business reasons for retaining 
principal in the estate, beneficiaries would insist that principal be 
distributed as early as possible. 

Opposite considerations would apply where the income was bein 
distributed currently but the beneficiaries could save tax by having all 
the income taxed to the estate. In those cases, even though the fidu- 
ciary could make a complete distribution of the assets and wind up the 
administration well within the entity period, he would be urged by 
beneficiaries, who are receiving the current income free of tax, to retain 
the assets until the expiration of that period. 

In order to avoid tax burdens to beneficiaries, the executor of an 
estate which continued in process of administration would have the 
additional responsibility under the suggested statute of making 
distribution of all the income of the estate before the expiration of the 
entity period. Any income distributed during that period would be 
free of tax to beneficiaries; but any income received by the estate 
during the entity period and distributed even 1 day after the close of 
such period would be considered income of the estate for the year of 
distribution and would be taxed to the beneficiaries to the extent of 
distributable net income for that year. If the estate was still in process 
of administration and no distribution of income was made after the 
close of the entity period, the income would continue to be taxed to the 
estate. In such cases, there would be severe criticism by beneficiaries 
if the executor failed to make distribution of all income before the 
expiration of the period for which it is taxed to the estate. 

If an entity period substantially longer than 36 months is selected, 
it is more likely that the executor would be able to distribute all in- 
come before the end of the entity period, and the danger of criticism 
would be Jess than if a period of 36 months is selected. However, as 
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has been pointed out, prolongation of the entity period would be 
objectionable for other reasons. 


5. The suggested amendment would result in increased litigation 

Certain rules of construction have become well established under 
the present statutory plan as a result of Treasury ruling and decisions 
of the courts. It is probable that many novel problems would arise 
under the suggested amendment and would require years of litigation 
to resolve. For example, there would be many controversies over 
whether title to property of the decedent or his estate had vested in 
beneficiaries, so that the income would be taxable to them and not 
to the estate during the entity period. Under the present statute, 
those questions must be decided in cases where the income is not 
distributed currently, but they are immaterial in cases where the 
income is distributed currently and is taxable to the beneficiaries. 

Under the laws of some foreign countries, there is no such thing as 
an estate. Presumably, under the entity plan, the general rules in 
those cases would be that the income is taxable to the beneficiaries 
and not to the estate. On the other hand, if it was necessary that a 
personal representative of the decedent take charge of the property 
and use it to pay debts, administration expenses and taxes, the result 
might be different. Similar problems would arise with respect to 
whether real property passed directly to heirs and devisees on the 
decedent’s death or whether it became part of the estate. 


6. The suggested plan would make a complete change in the treatment of 
foreign estates and beneficiaries and would require exceptions in 
order to avoid violation of tax treaties 

Under the present statute, where income is distributed in the year 
of receipt, the estate is treated as a conduit. Foreign interest and 
dividends received by a nonresident alien through a resident estate 
are not taxed to him, and income received by a citizen or resident 
through a foreign estate, whether from United States or from foreign 
sources, is taxable to him. Under the suggested statute, income from 
foreign sources received by a resident estate would be taxed to the 
estate, even though distributed currently to a nonresident alien 
beneficiary, and income received by a foreign estate from foreign 
sources probably would escape taxation entirely, even though dis- 
tributed currently to a citizen or resident. 

Under the provisions of certain tax treaties, specified classes of 
income from domestic sources which are taxable to a citizen or resident 
are exempt from tax to residents of the treaty countries and other 
classes of income are taxable to residents of treaty countries at maxi- 
mum specified rates. For example, under the tax treaty between the 
United States and the United Kingdom of Great Britain and Northern 
Ireland, a resident of the United Kingdom is exempt from United 
States income tax on interest derived from United States sources and 
is subject to United States income tax at a maximum 15-percent rate 
on dividends derived from United States sources. As various classes 
of income preserve their character when received through an estate, 
it would violate the spirit and probably the letter of such treaties if all 
income from United States sources received by an estate and dis- 
tributed currently to a resident of a treaty country should be taxed to 
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the estate as an entity at individual rates applicable to a citizen or 
resident. In order to avoid such violation it would be necessary to 
retain the rules of the present statute in cases of estates having as 
beneficiaries residents of such treaty countries. 
Respectfully submitted. 
A. James CASNER. 
CarLysLE A. BEerHeE.. 
GrorGEe CRAVEN. 
Rupert GRESHAM. 
JAMES P. JOHNSON. 
Carter T. LourHan. 
Weston VERNON, Jr. 
JUNE 26, 1958. 
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